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H.R. 4503; THE DERIVATIVES SAFETY AND 
SOUNDNESS SUPERVISION ACT OF 1994 



TUESDAY, JULY 12, 19d4 

House op Representatives, 
Subcommittee on Financial Institutions, 
Supervision, Regulation and Deposit Insurance, 
Committee on Banking, Finance and Urban Affairs, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10 a.m., in room 
2128, Raybum House Office Building, Hon. Stephen L. Neal [chair- 
man of the subcommittee] presiding. 

Present: Chairman Neal, Representatives Schumer, Klein, 
Deutsch, Hinchey, McCollum, Leach, Baker, Nussle, and Lazio. 

Chairman Neal. I would like to call the subcommittee to order 
at this time. 

This morning, the subcommittee meets to hear testimony on H.R 
4503, the Derivative Safety and Soundness Act of 1994. This legis- 
lation seeks to establish a framework within which bank regulators 
can try to ensure that banks develop sound systems and practices 
for managing the risks inherent in the derivatives market. It is not 
our intention to enact legislation that would stifle the normal and 
healthy growth of derivatives or other creative aspects of oiu* finan- 
cial system. 

Many financial institutions and consumers of derivative products 
have found them to be useful tools in managing and mitigating 
risk. If used properly, derivatives can help lower interest costs, 
which necessarily reflect perceptions of risk. But derivatives can, in 
general, only mitigate or eliminate some risk at the cost of creating 
other types of risk. 

The overall benefits of derivatives stem from the fact that the 
risks they create for the consumer of the derivative product are less 
dangerous or more acceptable than the risks they eliminate or miti- 
gate. In the ideal case, every participant in the derivatives market 
ends up with a better profiled risk from his own point of view than 
would be attainable without the derivative instrument. 

Practice, of course, falls short of the ideal. The ideal requires 
that participants in a derivatives market fully understand the risk 
they would carry without derivatives and the different set of risks 
they would acquire with derivatives, and be able to evaluate this 
particular risk exchange reasonably well. 

Recent experience indicates that not all users of derivatives are 
able to assess these risks properly. It suggests they will need to 
promote better understanding of the derivatives market. 

(1) 
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I would like to emphasize this need for understanding by making 
a point which is lost sight of in the glare of publicity about losses 
suffered on derivatives. Even in the ideal case, when participants 
use derivatives properly to improve their own risk profile and all 
are able to evaluate these risks astutely, losses will inevitably 
occur. 

After all, risks inherent in financial markets can be mitigated 
but cannot, in general, be eliminated. Losses are inevitable. But 
they are offset by the profits made by participants on the other side 
of tne derivatives market. 

In other words, there is no direct net loss to the economy as a 
whole, just a redistribution of gains and losses compared with the 
pattern that would prevail in the absence of derivatives. 

The question is not whether gains and losses will occur, but 
whether the redistribution that is achieved by use of derivatives is 
on the whole a better pattern than would occur in the absence of 
derivatives. We can't answer that question directly but we can ap- 
proach an answer by way of asking different questions. 

Do the participants really know what they are doing? Do they 
understand the particular derivative products, and their relation- 
ship to their own financial and business needs? Are they swaged 
by regulatory or other incentives which distort the proper function- 
ing of a derivatives market? 

If we suspect that users do not understand derivatives very well, 
do not evaluate them carefully in relation to their own business 
needs or are being driven by incentives that distort the market, 
then we are entitled to suspect that the revenues produce patterns 
of gains and losses that are not beneficial compared to what would 
occur without derivatives. 

I hope this legislation will help establish a supervisory and regu- 
latory framewonc within which the regulators can promote better 
understanding of the derivatives market and can reduce incentives 
that may distort its proper functioning. That is, however, a daunt- 
ingly complex market, and I certainly would not claim to under- 
stand it well enough to be sure this legislation will actually achieve 
that goal. 

Finally, I want to make a last point in reference to the widely 
misunderstood role of speculation and speculators. Speculators are 
absolutely essential to the proper functioning of any market that 
attempts to redistribute risk to the benefit of nonspeculators. I 
realize there is no sharp line between speculators and non-specu- 
lators. We can, nonetheless, roughly classify market participants in 
terms of their objectives. 

Are they trying to make their existing risks more manageable 
and less threatening, or are they actually taking on new or more 
dangerous risk in order to reap exceptional profits? 

Both types of participants are necessary to make a good market. 
If we dia anything to stifle speculation across the board, we would 
seriously undermine the healthy functioning of a potentially bene- 
ficial market. But we should be concerned about the possible scope 
of speculative activities undertaken by financial institutions operat- 
ingwith federally insured deposits. 

The pristine role for such institutions would be to operate as a 
market maker with little or no market risk exposure of its own. 
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That cannot be an absolute requirement, however, since it is un- 
likely, probably impossible, that banks could function as good mar- 
ket makers without accepting some exposure on their own account 
to market risk and derivatives. 

And there is no reason banks should not engage in some deriva- 
tives activity purely for their own account, speculating, as it were, 
on market risk. They can ideally make a beneficial contribution to 
the speculation a well-functioning derivatives market needs. Banks 
already speculate across the board in many kinds of nonderivative 
financial instruments to the immense benefit of our economy as a 
whole. 

In fact, banks are essentially in the risk management business. 
But there is always the question of quality and degree. No less 
than other participants, banks need to understand derivatives in 
relation to tneir overall portfolio, the need to keep their own mar- 
ket risk exposure restrained within the proper relationship to their 
other assets and to their capital. 

Obviously, I cannot say just what that relationship should be and 
I doubt that bank regulators can at this point specify with cer- 
tainty. All I can say is that we should urge them, as this legislation 
does, to try to find a workable set of regulations and systems of 
oversight that allows banks to make a good market in derivatives 
for their customers and for themselves while ensuring they pose no 
undue risk to the taxpayers who stand behind their federally in- 
sured deposits. 

We have a distinguished group of witnesses this morning to help 
us understand this situation. And before hearing from them, I 
woidd like to 3deld to our very fine ranking minority member, Mr. 
McCoUum. 

Mr. McCoLLUM. Thank you very much, Mr. Chairman. 

Today, as we receive testimony on H.R. 4503, I think we should 
ask ourselves whether legislation on derivatives is reallv necessary 
at this time. I tend to side with banking regulators whom I have 
heard from in the past. I would be curious to hear what you gentle- 
men have to say today, but those I have heard from in the past, 
including Chairman Greenspan, have concluded that banking sec- 
tor derivative activities are being adequately regulated and pose 
little threat to the safety and soundness of the banking system. 

That is not to say that their explosive growth is something we 
shouldn't be monitoring. I think we should be continuing our over- 
sight as we have been doing this past year. 

I particularly want to commend my colleague, Jim Leach, for fo- 
cusing his attention on derivative products. Thanks to his efforts 
and his ori^nal bill, many of his recommendations and those of the 
Group of Thirty have been adopted by the industry and the 
regulators. 

My major concern about H.R. 4503 is that, if enacted, it would 
add further regulations to the most heavily regulated participants 
in the derivatives markets, the commercial banks. 

Furthermore, although the GAO study is being used as the rea- 
son to pass this bill, the GAO has already concluded that the bank- 
ing industry is most effectively regulated in this area. The GAO did 
stress that there were gaps in the regulatory treatment of other fi- 
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nancial service participants. This bill, however, does nothing to ad- 
dress these regulatory gaps. 

Mr. Chairman, I look forward to hearing the testimony of the 
witnesses on this legislation and perhaps they coiUd share some 
lig^t on my perceptions as I now have them. 

Thank you. 

Chairman Neal. Thank you, sir, very much. 

Mr. Schumer. 

Mr. Schumer. Thank you, Mr. Chairman, and let me thank you 
for holding these hearings. I think they serve a very useful fiinc- 
tion, to better educate Congress and the public about the use and 
risks of derivative instruments. 

Mv major point here is a simple one. The reason that we have 
all these questions about derivatives and particularly derivatives in 
the banking industry is because of the fundamental imbalance in 
the overall structure of the banking industry. 

In other words, as banking has transmogrified from what once 
was a traditional type business into a sort of new financial type 
business for some banks — not most, but some — we have the ironic 
situation, the dangerous situation, potentially dangerous, of risky 
activities being funded with insured dollars. 

To nibble around the edges, to try and readjust on a piece-by- 
piece basis is going to be, to me, ultimately futile. What we ought 
to be talking about in terms of derivatives and in terms of a lot 
of other things is restructuring the banking industry to a concept 
more along the lines of the core bank concept which I have advo- 
cated for a few >rears, or at the very least, the wholesale bank con- 
cept, both of which would say, "Banks, do what anyone else in the 
marketplace does, but if it is risky, if it is new — ^and derivatives 
have to be considered as new, and anyone who claims he or she 
knows the future for the next 10 years as to what will happen with 
derivatives, I think is overstating their own brilliance and proph- 
esying ability — ^but if it is new and if it is risky, do it without in- 
sureadollars. That is the basic problem we face nere. 

I think, overall, derivatives are probably beneficial to the mar- 
kets. I think, overall, anyone who tries to stop new financial inva- 
sions ends up being, you know, a 21st century Luddite. But I think 
there is certainly a reason to say, when it is done with insured 
funds, we oudit to be a little more careful than when it is not, for 
two reasons: One, the losses, which those of us who sat on this sub- 
committee through the S&L crisis have realized, as America has 
realized; but second, when it is insured dollars, there is no one 
looking[ over the shoulder to make a market decision, are these dol- 
lars being invested wisely. 

In an uninsured situation, someone who puts up $1 million to 
speculate in derivatives is going to be looking over the derivative 
maker, user, and trader's snoulder. But when I put my $100,000 
in a bank and they use it for derivatives, I don't care, because I 
know it will be insured. And that is the problem. 

Just two minor points, Mr. Chairman. And by the way, the GAO 
Report, which started all of this, says that. I think what we have 
to do, the GAO urges Congress to systematically address the need 
to revamp and modernize the entire U.S. financial regulatory 
system. 
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To me, this hearing is one of many that would simply point inex- 
orably in the direction of reorganizing the system. 

Two other points. Disclosure: I think disclosure makes a great 
deal of sense. This makes sense in derivatives whether it be in a 
bank or elsewhere. The regulators, you get this disclosure, the pub- 
lic doesn't. Sunshine is a good thing. You certainly don't want 
someone to give up their competitive advantage when they think 
of something new or zany, but sunshine is a good thing. 

The other thing, though, the one part I am a little concerned 
about is the word ''suitability," the suitabilitv standard. It seems 
to me that is a very broad word. We ought to be giving banks more 
guidelines than saying, ''you can't do something unsuitably." One 
person's suitability is another person's unsuitability. So I am a lit- 
tle dubious of that language and I think it ought to be tightened 
up if we are going to move forward with this legislation. 

Other than that, Mr. Chairman, I am delighted we are moving 
ahead, and I think this hearing should be educational and helpftu 
to all of us. 

Chairman Neal. Thank you, sir. 

Mr. Lazio. 

Mr. Lazio. Thank you, Mr. Chairman. I want to thank you as 
well for holding this hearing and thank the witnesses for taking 
the time out of their busy schedules to join us today. 

Financial derivatives are important financial tools and any ac- 
tion by this subcommittee will have important consequences for the 
financial markets. It is for this very reason the Banking Committee 
should move cautiously. With a weak dollar and rising interest 
rates, the financial markets are very jumpy. The subcommittee 
should not give the investment community more opportunity to 
worry. H.R. 4305 may make Members feel more secure but will 
have the opposite effect on the financial community. 

Too often Confess takes actions which have unintended con- 
sequences beyonathe beltway. I am certainly open to the question 
of whether S&Ls should have been allowed to hold lunk bonds. 
However, once they were allowed to hold junk bonds a legislatively 
mandated divestiture of the bonds is a good wav to collapse a mar- 
ket. We saw tiie result just a few years ago. The mere mention in 
the Senate of further regulation of credit cards led to large losses 
for the stock market. I have strong concerns for moving ahead with 
this bill for fear of similar impact. 

In addition, it is ill-advised to only regulate derivatives activities 
conducted by banks but not their competitors. If derivatives legisla- 
tion is needed then it should address all the players in the market 
and not place the most well-managed and regulated sector at a 
competitive disadvantage. Banks are better regulated than other 
players in the derivatives market. To place new burdens, such as 
suitability standards, on banks would place them at a competitive 
disadvantage to securities firms and insurance companies. 

We live in a time when derivatives activities are an increasingly 
important part of a bank's balance sheet. As banks face growing 
competition for business from other parts of the financial services 
industry, derivatives will become more important to the financial 
condition of a bank. Ironically, H.R. 4503 could make derivatives 
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activity by banks less desirable and in the long run make the bank- 
ing inaustry and system less stable. 

In conclusion, I want to welcome the two panels of witnesses. I 
commend the regulators for the fine work they have done in this 
area and look forward to their testimony and the following 
questions. 

Thank you. 

Chairman Neal. Mr. Hinchey. 

Mr. Hinchey. Thank you, Mr. Chairman. 

I have no statement other than to say thank you very much for 
holding the hearing. I think it is a very important issue, obviously. 
It is one that the subcommittee should be looking into in the way 
that you have designed this, and I too want to welcome the wit- 
nesses. I look forward to hearing what they have to say. 

Chairman Neal. Thank you. 

If there are no other opening comments, we will hear from our 
first panel at this time. Our first panel is comprised of the Honor- 
able Eugene Ludwig, Comptroller of the Currency; the Honorable 
Andrew Hove, Jr., Acting Chairman, Federal Deposit Insurance 
Corporation; and the Honorable Jonathan L. Fiechter, Acting Di- 
rector, Office of Thrift Supervision. 

Gentlemen, thank you very much for coming this morning. We 
will put your entire statements in the record and ask that you 
summarize a bit so we will have some time for questions and an- 
swers. If it is all right with you, we will just hear from you in the 
order in which I mentioned your names. 

Mr. Ludwig, thank you, sir. We would like to hear from you. 

STATEMENT OF EUGENE LUDWIG, COMPTROLLER OF THE 
CURRENCY, OFFICE OF THE COMPTROLLER OF THE 
CURRENCY 

Mr. Ludwig. Mr. Chairman and members of the subcommittee, 
thank you for this opportunity to testify on H.R. 4503, the Deriva- 
tives Safety and Soundness Supervision Act of 1994. 

As supervisor of national banks, the Office of the Comptroller of 
the Currency believes that the safety and soundness issues associ- 
ated with bank use of derivatives are of great importance. H.R. 
4503 is a thoughtful response to these issues. You are to be com- 
mended for your leadership in this area. The Office of the Comp- 
troller is pursuing the goals of H.R. 4503 through numerous efforts 
to enhance our supervision of bank derivatives activities and to 
modify the accounting and disclosure requirements appl3dne to 
those activities. We believe we can accomplish these goals without 
ad^tional legislative authority. 

In the interests of time, this morning I will submit my detailed 
written statement for the record and focus my remarks on three 
points. 

Point one, effective supervision of national bank derivatives ac- 
tivities has been and will continue to be one of my top priorities 
as Comptroller. Soon afler I entered office, we created an OCC De- 
rivatives Task Force to produce additions to— and refinements of— 
our policy in this area. 

As you know, Mr. Chairman, one of the first products of the task 
force was Banking Circular 277, ""Risk Management of Financial 
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Derivatives." We issued that on October 27, 1993, to the chief exec- 
utive oflScers of all national banks. On May 10 of this year, the Of- 
fice of the Comptroller issued 23 pages of further guidance to banks 
in the form of commonly asked questions and answers. We are also 
developing supplemental examiner guidance to accompany BC 277, 
which will include detailed, comprehensive procedures for examin- 
ing^ the derivatives activities of national banks. We plan to issue 
this guidance shortly. BC 277 and the accompan3dng questions and 
answers provide guidance on many supervisory items that H.K 
4503 would require the banking agencies to consider, including: 
Senior management and board oversight; market risk management; 
credit risk management; liquidity risk management; operations and 
systems risk management; and capital adequacy and legal issues. 

Since issuing BC 277, we have been examining national banks 
for their compliance with its ^idance through on-site examinations 
and evaluations of internal risk management processes and inter- 
nal controls. We examine the banks with the lareest volume of de- 
rivatives activities on a continuous basis. Those banks account for 
roughly 95 percent of the notional amount of derivatives contracts 
reported by binational banks. There are full-time, resident exam- 
iner staifs in each of the seven dealer banks and at the largest end 
user banks we supervise, ranging in size from 3 to 22 examiners 
at die dealer banks and from 1 to 13 at the largest end user banks. 
We often supplement those permanent staff with specialized exam- 
iners during derivatives-related examinations. Most other end user 
banks are examined once every 12 months, and every national 
bank is examined at least once every 18 months. 

In short, Mr. Chairman, BC 277 sets forth best practices and 
safe and sound procedures for managing risk, and we expect all na- 
tional banks— dealers and end users — to apply the guidance not 
only to their derivatives activities, but to risk management gen- 
erally, to the extent possible. 

I want to stress here that the Office of the Comptroller has the 
authority to take enforcement action regarding any unsafe or un- 
sound banking practice arising from a national bank's noncompli- 
ance widi BC 277. If an examiner finds that a national bank is not 
in substantial compliance with BC 277, he or she will notify agency 
management and inform the bank's board and senior management 
that we expect the bank to correct the problem. If the bank fails 
to address the problem to our satisfaction, we may commence an 
enforcement action, requiring it to engage in corrective action. 

In addition to our own internal efforts, the Office of the Comp- 
troller is participating jointly with other agencies in several domes- 
tic and international efforts to coordinate regulation and super- 
vision of derivatives use. Last September, we coordinated the for- 
mation of an informal interagency task force of bank and thrift reg- 
ulators, which includes staff from the Office of the Comptroller, the 
Federal Reserve Board, the Office of Thrift Supervision, and the 
Federal Deposit Insurance Corporation. The group has several 
eoals: To share information on the extent of banks' involvement in 
derivatives activities; to enhance disclosures by banks of their de- 
rivatives activities; to discuss ways of achieving greater cooperation 
in the examination process; and to review and evaluate procedures 
for risk valuation, pricing, and stress testing. 
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We also participate in the Working Group on Financial Markets, 
chaired by Secretary Bentsen, which has added derivatives and 
interagency coordination of derivatives supervision to its agenda. 
And, we participate in the Basle Committee on Bank Supervision's 
international efforts to enhance the risk-based capital standards 
appl\dng to bank use of derivatives. I have personally represented 
the Office of the Comptroller at meetings of the Basle Committee. 

Point two, the Office of the Comptroller is working in conjunction 
with odier U.S. banking[ regulators and forei^ banking regulators 
to incorporate risks arising from bank derivatives transactions into 
capital standards that are comparable for everyone, just as H.R 
4503 would require. As described in detail in my written testimony, 
the scope of these initiatives includes assessments of credit risk, in- 
terest rate risk, and market rate risk. 

Point three, we are involved in a number of initiatives to improve 
bank disclosures in the derivatives area — ^in the Call Report and 
elsewhere. For example, last December, the Federal Financial In- 
stitution's Examination Council [FFIEC], of which we are a mem- 
ber, expanded regulatory reports to include information on 
nonperforming derivatives contracts and to enhance disclosure 
about derivatives held in a trading or dealing capacity. These 
changes were effective March 31, 1994. Also, a current FFlEC pro- 
posal would expand disclosure of the nature and extent of a bank's 
derivatives activities, their associated credit and market risks, and 
their impact on earnings. 

We also support the accounting profession's efforts to improve 
disclosures for all users of derivatives, and we contribute to those 
efforts where appropriate. For example, we comment on proposals 
issued by the Financial Accounting Standards Board [FASB], and 
we participate in the FASB's Financial Instruments Task Force. In 
addition, the Bank Interagency Task Force has begun to actively 
address appropriate accounting standards for banks in this area. 

Mr. Chairman, we have accomplished much in a relatively short 
time. And based on our recent examinations of national banks and 
discussions we have had with market participants, it appears that, 
for the most part, national banks and especiallv the dealer banks, 
have committed considerable technological and human resources to 
managing and controlling the risks arising from their derivatives 
activities. 

The Office of the Comptroller, however, continues to have some 
concerns about these activities. First, our examiners have found 
that the extent of senior management and board knowledge and 
oversight of bank derivatives activities at a few national banks is 
not as broad as we would like. Our examiners have informed the 
management at those banks that we expect them to correct any de- 
ficiencies in this regard. We are monitoring the actions the banks 
are taking to ensure they correct the problems we have identified. 

Second, we are paying particular attention to bank trading and 
use of certain specialized derivative instruments, including certain 
types of structured notes. We are considering further supervisory 
action on these instruments. 

Third, the proprietary trading units of some of the dealer banks 
actively trade cash and derivative instruments to establish risk po- 
sitions for the bank that are independent of the bank's customer- 



Digitized by 



Google 



related and risk management activities. The key from a super- 
visory perspective is to ensure that the risks arising from propri- 
etary trading are fully understood and are not excessive. Thus far, 
our review of these trading operations leads us to believe that the 
national banks operating them are adequately controlling the asso- 
ciated risks. Nevertheless, the fact that national banks are engag- 
ing in these activities raises certain public policy issues; and, as a 
result, the Office of the Comptroller is devoting further attention 
to t^is area. 

In conclusion, Mr. Chairman, the Office of the Comptroller is ad- 
dressing a range of issues generated by national bank derivatives 
activities. We will continue to strengthen our supervision of Uiese 
activities, as appropriate. We remain committed to participating in 
joint efforts to adopt and promote regulations and policies that are 
appropriate for these evolving markets. Should we find current 
measures to be inadequate, we will take further action to address 
any areas of concern. 

The Office of the Comptroller recognizes that derivative instru- 
ments are tools and that any tool can be misused, wittingly or un- 
wittingly. As bank supervisors, we must consider whether banks 
are engaging in derivatives activities appropriately, case by case, 
just as we must review asset quality, bank by bank. That is not 
posturing. That is prudence. 

Thank you, Mr. Chairman. I look forward to addressing your 
questions. 

[The prepared statement of Mr. Ludwig can be found in the 
appendix.] 

Chairman Neal. Thank you very much. 

Mr. Hove. 

STATEMENT OF HON. ANDREW HOVE, JR-, ACTING CHAIRMAN, 
FEDERAL DEPOSIT INSURANCE CORPORATION 

Mr. Hove. Thank you, Mr. Chairman, and members of the sub- 
committee. I am pleased to have this opportunity to present the 
views of the FDIC on H.R. 4503, the Derivatives Safety and Sound- 
ness Supervision Act of 1994. My testimony today will address the 
issues that derivatives raise for the deposit insurance funds. In ad- 
dition, I will comment on the proposed legislation. 

As the insurer, the FDIC recognizes that Uie size, complexity, 
and dramatic growth of this globafmarket has demanded increased 
regulatory scrutiny and concern. I believe we are responding to 
these challenges appropriately and promptly. 

The use of nnancial derivatives is a natural outgrowth of the nor- 
mal business activity of a financial intermediary. Financial institu- 
tions have traditionally accepted and properly managed credit, 
market and liquidity risks — three of the principal risks of deriva- 
tive instruments — ^when in the form of assets and liabilities. 

When used appropriately, financial derivatives can provide sub- 
stantial funding, liquidity, and risk management benefits to many 
segments of the domestic and international economies, including 
insured depository institutions. Financial derivatives allow partici- 
pants in the financial markets to limit or manage various risks, by 
transferring or selling these risks to other parties willing to as- 
sume them and presumably better able to manage or absorb them. 



Digitized by 



Google 



10 

However, to the extent these complexities are not well-understood 
or mismanaged, derivatives can result in losses that may take 
management and regulators by surprise. This potential leads to the 
current concern over the impact of derivatives on the financial 
system. 

The FDIC has a dual role during times of potential systemic 
problems. First, we must protect tne Federal deposit insurance 
tunds against losses. Second, we coordinate with other financial 
regulators to stem the contagion and maintain orderly financial 
markets activity and payments system integrity. 

The first line of defense must be the management of banks that 
use derivatives. Federal supervision of the banking system is de- 
signed to ensure that management is capable of understanding and 
controlling the risks of bank activities, including derivatives. Be- 
cause the vast majority of the derivatives activities in the U.S. 
bankine system is concentrated in national banks or State banks 
that belong to the Federal Reserve System, the FDIC relies heavily 
on the supervisory efforts of the Comptroller of the Currency and 
the Federal Reserve to monitor and control the use of derivatives 
in federally insured institutions. 

A number of those who have testified and written on this subject 
have stressed the desirability of industry self-regulation with re- 
spect to derivatives. This seems particularly relevant to the deposit 
insurance system, for the insurance funds represent capital that 
banks and thrifts have put up to protect depositors and taxpayers. 
As a result, the industry has a direct financial interest in how the 
FDIC manages the risks posed by derivatives. I would call on the 
banking industry to work together with the regulators to ensure an 
approach that protects the insured funds without stifling the legiti- 
mate benefits of derivatives. 

As introduced, H.R. 4503, the Derivatives Safety and Soimdness 
Supervision Act of 1994, provides legislative guidance tempered 
with regulatory flexibility. An important element of this guidance 
is the preservation of flexibility for the Federal financial institu- 
tions' regulators in setting supervisory standards against which 
they can monitor and supervise financial derivatives activity and 
take appropriate enforcement action. The FDIC shares the con- 
cerns addressed by the proposal with respect to the proposed risks 
in derivative activities. In conjunction with the other financial in- 
stitution regulatory agencies, both domestic and international, we 
already accomplished, proposed, or initiated many elements of this 
legislation. My written statement outlines these elements in more 
detail. I will focus my comments now on provisions of particular 
importance to the FDIC. 

Title III of the bill contains provisions intended to clarify the 
FDIC's power as receiver or conservator to transfer "qualified fi- 
nancial contracts" of a failed or failing institution to an assuming 
institution. The transfer power is valuable both to facilitate con- 
tinuity in the derivatives market and to minimize resolution costs 
in accordance with the existing ''least-cost resolution" mandate. 

The bill's provisions on QFC transfers address two points of un- 
certainty under the current statutory scheme and are supported by 
the FDIC. However, the language of Title III requires certain tech- 
nical changes in order to accomplish its intent. In cooperation with 
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the Federal Reserve Board staff, the FDIC is continuing to work 
with your staff to address these technical issues. We urge the sub- 
committee to support these important provisions once correct tech- 
nical language has been developed. 

Overall, we regard H.R. 4503 as a positive contribution toward 
solidifying ongoing supervisory efforts with respect to derivatives 
activities of insured depository institutions. While we acknowledge 
that a number of the other provisions of H.K 4503 can add to the 
framework for supervision and management of the rapidly growing 
derivatives market, we believe that appropriate supervision and 
risk control of financial institutions' derivatives activities can be 
achieved without additional legislation. We believe that the FDIC's 
current regulatory authority provides sufficient flexibility to allow 
for a suitable response to an unsafe and unsound situation, without 
adversely affecting the overall market for instruments which have 
a fundamental benefit for the banking industry as well as 
borrowers. 

I look forward to responding to your questions. Thank you. 

[The prepared statement of Mr. Hove can be found in the 
appendix.] 

Chairman Neal. Thank you very much. 

Mr. Fiechter. 

STATEMENT OF HON. JONATHAN L. FIECHTER, ACTING 
DIRECTOR, OFFICE OF THRIFT SUPERVISION 

Mr. Fiechter. Good morning, Mr. Chairman and members of the 
subcommittee. Thank you for inviting me to testify on behalf of the 
Office of Thrift Supervision on H.R. 4503. 

The explosive growth of derivative financial instruments has 
drawn attention to the implications of derivatives for the banking 
system and the financial markets. The dialog on these issues has 
helped to demystify the world of derivatives and to highlight the 
benefits as well as the potential risks of these instruments. 

More importantly, the dialog has prompted regulators to examine 
these activities closely and has spurred dealers and end users to 
initiate voluntary improvements in their risk management 
practices. 

Over the last several years the OTS has taken an aggressive, 
proactive regulatory approach to the management and control of 
the interest rate risk in the thrift institutions we supervise. We be- 
lieve that our Interest Rate Risk Program also effectively addresses 
many of the concerns that members of this subcommittee and oth- 
ers have voiced in the public dialog about derivatives. 

None of the savings associations supervised by OTS act as de- 
rivatives dealers. Savings associations are end users of derivatives; 
they use these products as hedges to manage interest rate risk. 
While I do not believe that legislation is necessary at this time, I 
support the goals of the proposed legislation, which are consistent 
with our own Interest Rate Risk Program. 

Thrifts are in the business of making residential mortgage loans 
and taking retail deposits. A primary concern of thrift managers is 
how to manage the interest rate risk generated by these lending 
and borrowing activities. 
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Typically, financial institutions wishing to control their exposure 
to interest rate risk do so by managin^^ the composition of their as- 
sets and liabilities. For example, an institution that wants to re- 
duce its exposure to rising interest rates might replace short-term 
borrowings with long-term borrowings, or it might adjust the asset 
side of its balance sheet by replacing long-term fixed-rate assets 
with shorter term or adjustable rate assets. 

Adjusting the mix of assets and liabilities, however, can be an ex- 
pensive and cumbersome way to manage interest rate risk expo- 
sure and may not be practical during some phases of the business 
cycle. Alternatively, an institution can adjust its risk exposure — 
with more precision, greater eflGciency, and often at a lower cost — 
by entering into off-balance-sheet transactions with derivatives. 

Derivatives are not risk free, however. Our primary concern is 
that derivatives not be used by thrifts for speculation, a term I use 
here to refer to the practice of leveraging risk. Put simply, while 
derivatives offer new ways to reduce risk, they also offer new ways 
to speculate. 

Although speculators play a useful role by taking on risks that 
others are unwilling to bear, OTS does not believe that savings as- 
sociations, whose deposits are ultimately backed by the U.S. Gov- 
ernment, should be permitted to take excessive or undue risk with 
derivatives or any other financial instrument. We, therefore, have 
focused our supervisory attention on ensuring that thrift institu- 
tions make appropriate use of derivatives. 

Mr. Chairman, you along with the other sponsors have recog- 
nized the risks to financial institutions posed by their use of de- 
rivatives. We agree with and fully support the objectives of H.R. 
4503. 

We agree it is critical there be management understanding and 
oversight of derivative activities commensurate in scope and com- 
plexity with the activities undertaken and the risks assumed. In- 
ternal controls, prudent policies, and procedures, must be in place 
at institutions to effectively monitor, analyze, and control deriva- 
tives activities. Comprehensive reporting systems must be avail- 
able to both institutions and regulators for collecting data and ana- 
lyzing risks. 

We believe that we have regulations or policies in place that are 
designed to achieve very similar goals. In particular, the OTS In- 
terest Rate Risk Program is the primary supervisory tool that we 
utilize to monitor and supervise thrifts' use of derivatives. Our goal 
is to determine whether an institution's interest rate risk manage- 
ment program has been effective, and how derivatives activity af- 
fects the institution's overall interest rate risk exposure. 

Last August, OTS amended its risk-based capital requirements 
to take account of interest rate risk. The OTS interest rate risk 
model is used to link the interest rate risk exposure of an institu- 
tion to its regulatory capital requirements. 

The OTS model takes derivatives into account in measuring an 
institution's interest rate risk exposure. We believe that explicitly 
incorporating interest rate risk into capital requirements provides 
further incentives for savings associations to use derivatives to 
manage and reduce interest rate risk — not to create new risk. 
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Since 1989, OTS has had a thrift bulletin in place that states 
that tiie board of directors is responsible for ensuring the prudent 
management of an institution's interest rate risk and the adoption 
of safe and sound management practices. It emphasizes Uie impor- 
tance of having directors ensure that an institution's policies and 
procedures are at a level of sophistication commensurate with an 
institution's activities and portfolio. It also establishes the need for 
periodic review and oversight by management and the board of 
directors. 

The bulletin also emphasizes the importance of adopting effective 
interest rate risk poHcies and procedures. Failure to adopt and im- 
plement adequate policies and procedures is considered im unsafe 
and unsound practice. 

The OTS requires extensive quarterly reports to collect informa- 
tion that has enhanced our ability to monitor the use of derivatives 
by savings associations. This reporting schedule employs a coding 
system that allows institutions to report detailed information on 
nearly 300 different types of derivative instruments. With this in- 
formation, OTS can estimate the present value of an institution's 
portfolio of derivatives by contract type. 

Also, since 1991, OTS has had an interest rate risk model that 
uses the information collected to produce interest rate risk expo- 
sure reports. The exposure reports include OTS's estimates of the 
interest rate sensitivity of the institution's assets, liabilities, and 
off-balance sheet contracts, including derivatives, under nine dif- 
ferent interest rate scenarios. 

Among other things, this information can be used to assess 
whether derivative contracts are being used to reduce or increase 
an institution's interest rate risk exposure over the range of inter- 
est rate scenarios. These reports are forwarded to the savings 
associations to use as a management tool and are provided to OTS 
supervisory and examination personnel to use in analyzing the 
exposure of individual institutions. 

Finally, the OTS fully supports and has participated in ongoing 
efforts among the financial institution regulatory agencies to 
achieve the goal of effective and appropriate derivatives regulation. 
While we are not formally a member of the working group on fi- 
nancial markets, we have participated in discussions of issues that 
affect our supervision of thrifts. We are a member of the Bank 
Interagency Derivatives Task Force, and have worked with other 
regulators in that group to improve derivative reporting and 
disclosure. 

In conclusion, futures, options, swaps, and other derivatives can 
be efficient and effective risk-management tools. In fact, most de- 
pository institutions that have successfully used them have done so 
to reduce risk. In so doing, risk to the Federal deposit insurance 
funds has also been reduced. 

For this reason, we must be careful to avoid creating an environ- 
ment that discourages savings associations or any financial institu- 
tion from using valuable ana legitimate risk-reduction tools. At the 
same time, however, institutions that do not understand how to use 
these products should stay away from them. 

Mr. Chairman, that concludes my testimony. I would be happy 
to answer any questions. 
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[The prepared statement of Mr. Fiechter can be found in the 
appendix.] 

Chairman Neal. Thank you. 

All of you have said one way or the other that you think deriva- 
tives offer fundamental benefits to the banking industry and to bor- 
rowers. You have also all said that you don't think this le|;islation 
is needed because you can already keep an eye on the situation. 
You have said this m different ways. 

What Darts of the bill would adversely affect the market for de- 
rivatives/ If you have problems with the bill, I am trying to get at 
what problems you have with the bill. What aspects of the bill 
would in any way negatively impact this market? 

Mr. Ludwig. 

Mr. Ludwig. We have some technical comments we could make 
that would strengthen the bill. Our concern about the bill, which 
I think in large part is a rather fine effort, is that it would freeze 
in statute the way regulators supervise these activities. This is a 
dvnamic market. We currently have the authority to supervise in 
tnis area, and we believe that flexibility is valuable. 

Chairman Neal. Would you give us a memo on that point? That 
is not what we want to do. We understand that this is a dynamic 
market, and we don't want to discourage that. It is creative and it 
is useful and so on. So please help us with what you call technical 
language to help make sure that we don't stifle, that we just help, 
make sure this doesn't end up as another big cost to taxpayers. We 
are certainly not interested in stifling markets. 

Mr. Ludwig. We would be pleased to. 

[The information referred to can be found in the appendix.] 

Chairman Neal. Mr. Hove, what would you say? 

Mr. Hove. I would comment specifically on the point Congress- 
man Schumer made on the inclusion of suitability in section 101. 
That seems to be an area that is very difficult. As Congressman 
Schumer mentioned, what is suitable for one may not be suitable 
for another; so I think that is an area of concern. 

Also I would share Comptroller Ludwig's comments on a dy- 
namic, changing environment in derivatives. 

Mr. Fiechter. I wouldn't add any more other than the general 
comment that when you take a specific area such as derivatives 
and go through a legislative process, you have I guess what would 
be the unintended consequence, occasionally rigidity occurs in that 
statute resulting in our loss of some flexibility to take various su- 
pervisory actions or implement policies. 

Chairman Neal. Maybe each of you could do what I asked Mr. 
Ludwig to do, Just give us a memo on how we can improve the bill, 
protect the sa^ty and soundness of the system while not inhibiting 
the creativity and dynamism in these markets. 

[The information referred to can be found in the appendix.] 

Chairman Neal. Are the proprietary trading risks that banks 
take in this area essentially different from the credit interest rate 
risk banks take every day, and thrift institutions take every dav 
in the course of their normal business? Aren't banks in the risfe 
business? 

What is different fundamentally about derivatives from business 
lending, for example, or from other bank activities? What is essen- 
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tially different? Is there another way of taking credit or interest 
rate risk? 

Mr. LUDWIG. Proprietary trading is a very broad term. In part, 
proprietary trading involves taking open positions for customer- 
driven business. Part of the activity involves, in some institutions, 
taking open positions for the bank's own account. That is fun- 
damentafly different It is not customer driven; it is institution 
driven. 

We are focused on the size of these activities and the risks that 
they run to the institution primarily. We have concerns that this 
kind of activity has to be watched closely because it involves sub- 
stantial risk. It has to be of an appropriate size and have manage- 
ment oversight appropriate for the particular institution. 

There is a public policy as to the degree to which insured depos- 
its should fund these kinds of activities. I think that is a genuine 
issue for debate. Fundamentally, the public policy issue comes 
down to the safety and soundness with which the activitv is con- 
ducted because the risk characteristics are the same risk character- 
istics you would see in any kind of financial activity. 

Mr. FoscHTER. I think, fundamentally, the risks are not different. 
However, a derivative instrument allows you to take on a lot more. 
For instance, with interest rate risk you can take on a lot more in- 
terest rate risk for a given investment in a derivative than for in- 
vestment in the long-term, fixed-rate mortgage. 

Also, you do have in the derivative market new products being 
created every dav, some of which are very complicated. And so you 
have at one end of the spectrum some pretty interesting instru- 
ments which are very hard to model and tell what the ettect over 
time will be. 

The other end of the spectrum you have some what are known 
as plain vanilla derivatives, swaps, which are in fact no more 
risky — ^in some cases, less risky — ^than the underlying asset from 
which they were derived. 

Chairman Neal. I have just one other question and I will yield. 
The GAO Report indicated that derivative obligations could turn a 

{>anic in one market into a global crisis beyond the ability of regu- 
ators to control, went on to say that derivative trading could lead 
to a costly taxpayer bailout of major banks and brokerages. 
How would you respond to that conclusion? 

Mr. LUDWiG. Mr. Chairman, when you are dealing with any new 
activity that is rapidly growing and that is concentrated in a rel- 
atively small number of institutions, there is cause for supervisory 
concern, and we have had that concern since the day I walked into 
this office. In 136 years of operation, the Office of the Comptroller 
has seen issues come and eo, but those three elements have always 
caused concern. With all that said, microprudential efforts such as 
worrying about appropriate risk management systems and appro- 

{>riate capital adequacy, not only lower institutional risk, but also 
ower the systemic risk that is inherent in any kind of financial 
services activity. I aCTee with Director Fiechter's comment that de- 
rivatives are certainly not to be taken lightly because of the lever- 
age inherent in this kind of activity. At tne same time, I think that 
our supervisoiy mechanism is capable of dealing with this issue. 
Chairman Neal. Yes. 
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Mr. Hove. I would agree. The problems that we have are in a 
fast-changing environment in which we see new instruments ap- 
pearing often; they are different from the management decisions 
that bankers typically have made in the past. 

They are different from the loan where you loan money to a per- 
son and expect to be paid back. These derivative instruments have 
got a lot of other elements. They are very complex, and so the 
things that we are concerned about are the understanding that 
bank management and directors have of the complexity of me is- 
sues that they are getting into. Those are the issues that we are 
most concerned about — ^the knowledge that the management has 
and the leverage being used in these instances. 

Chairman Neal. The conclusion is though, as I understand it, is 
that these markets are beyond the ability — could be — a panic in 
one of these markets could be beyond the ability of our regulators 
to deal with. 

Do you agree with that conclusion or do you say that we are so 
on top of it that that simply couldn't happen? 

Mr. Hove. I would hesitate to say that it couldn't happen, but 
I think it is highly unlikely that it would happen. I think that the 
management that we see, the technology that we see in derivatives, 
has been able to eliminate and minimize the risk of a systemic cas- 
cading problem that you have described. 

Chairman Neal. Yes, sir. 

Mr. FlECHTER. I don't have much more to add. I guess a dif- 
ference between the risks posed by derivatives vis-a-vis the more 
traditional assets is the fact that with derivatives, and this may 
have been what GAO is getting at, it tends to link markets 
together. 

You could have a lot of concentration in a particular type of de- 
rivative. If a problem arises and you have a lack of liquidity, if the 
market for a particular type of derivative goes away, that could af- 
fect a larger number of institutions, both banks and thrifts as well 
as other nnancial institutions, than the more traditional asset. 

I would agree with what Chairman Hove has said, that I don't 
think that any of us could ever stand up here and say that there 
never will be a global collapse, but having said that, at least for 
the institutions that we supervise, I think we are spending an 
awful lot of time trying to make certain that the exposure of our 
institutions is at least limited in these markets. 

Chairman Neal. Mr. McCollum. 

Mr. McCollum. Thank you, Mr. Chairman. 

In yesterday's American Banker, Mark Brickell, of Morgan Guar- 
anty, cited the suitability question you have mentioned and noted 
the particular language he thought had the potential, I quote, "To 
create new forms of legal liability for banks" and quote, "that 
banks could become liable for every derivatives contract that loses 
money." 

Is this the concern you have with the suitability standard? Let's 
start with you, Mr. Ludwig. Is this the heart of the reason for put- 
ting this in here, or is there more to it than that? 

Mr. Ludwig. Congressman McCollum, we have, in BC 277, an 
appropriateness standard which requires the dealer institution to 
take into consideration whether or not the derivative being sold 
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meets known standards set by the buyer. That the seller just can't 
turn its back on the buyer and violate the buyer's policies. With 
that said, you have got to approach the suitability question care- 
fully, as (Jongressman Schumer alluded to, because of the legal 
risks that can arise by causing the seller to take on more respon- 
sibility than it is practical to do. 

Mr. McCoLXiUM. So you would agree with Mr. Brickell's concern 
that the heart of putting this in here is potential liability? 

Mr. LUDWIG. That is certainly one of the serious issues. 

Mr. McCoLLUM. But not the only one? 

Mr. LuDWiG. That is not the whole issue. There is a very fine 
line between using the appropriateness for purchase standards in 
EC 277 as a way to focus on the buyer's policies and procedures 
and awareness of what the buyer is doing, tight suitability require- 
ments that you would find in the NASD rules that could create this 
legal risk. 

Mr. McCOLLUM. Mr. Hove or Mr. Fiechter, do either of you have 
a comment on this question of liability? 

Mr. Fiechter. we, from our perspective. Congressman, thrifts 
are only end users rather than dealers, so the suitability issue 
would only arise to the extent that somehow we took some comfort 
that they couldn't buy an instrument unless it was suitable for 
them, and we don't place any reliance on who they buy it from. 

Mr. McCOLLUM. Mr. Hove. 

Mr. Hove. Suitability, clearly, is a concern and suitability liabil- 
ity, legal liability, certainly is a big part of that. As I mentioned, 
what may be suitable for one counterparty clearly is not suitable 
for another, and that raises the issue of, is it suitable? Well, yes, 
it is suitable for this person, but not for this, and then it evolves 
into 

Mr. McCoLLUM. If we took the word "suitability" out, which is 
in line 10 on page 6 of the bill under section 101, and this is a 
Question you may want to answer to us later in written form, is 
tnat going to be enough? Are we also going to have to take out 
other language in section 101? 

There is a lot of lan^age in there about "appropriateness" too. 
That word is used and I don't know if just taking the one word out 
is going to do that, but we would be appreciative of your comments. 
I know I would, and I am sure that Chairman Neal would too. 

Also, I am curious about the language in section 101 which 
states that regulatory agencies shall jointly establish principles and 
standards, wnich is where in capital accounting, disclosure 
suitability comes from. 

Is there. A, any problem with jointly establishing these stand- 
ards by command of this language, or, B, is there any problem with 
financial institutions regulators, as we know them to be, doing this 
without the Securities and Exchange Commission being involved. 

Are we getting into a problem just in this particular aspect? 

Mr. LuDWiG. Congressman, this is one of the areas that I will 
focus on in the comments that the chairman requested. It is very 
valuable to have joint action. We actively participate in the inter- 
aeency task force. It is fundamentally bad to require the agencies 
always act in a joint fashion. Acting in a joint fashion can involve 
delays that you really don't want to have in a fast-moving market. 
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The dealer institutions are supervised by the Fed and our organiza- 
tion. There are cases in which one agency might really want to 
chanee rules or e[uidance more quickly than the other, and there 
wouldn't be time for interagency action. 

Mr. McCoLLUM. One last question. My time is pretty well gone 
here. 

Mr. Brickell, in his comments yesterday in American Banker, 
also said that the bill, quote, ""will deny the benefits of derivatives 
to capital restrained institutions that need them the mosf 

Would any of you care, Mr. Hove, or Mr. Ludwig, to comment on 
that concern? He expressed the concern that the stronger capital 
requirements for end users is a problem in that sense. 

Maybe, Mr. Fiechter, since you are an end user, do you see that 
as a problem? 

Mr. Fiechter. No. It is — the legislation will limit the ability of 
undercapitalized institutions to take on derivatives. 

Mr. McCoLLUM. That is basically what he is saying here. He 
says, derivatives, by reducing the possibility of a client encounter- 
ing financial distress, can serve as a supplement to capital. Iliis 
bill, however, will deny the benefits of derivatives to capital- 
restrained institutions that need them the most. 

Mr. Fiechter. We, typically, would do that even without your 
bill, so I am not certain I understand his point. 

Mr. McCoLLUM. I was just curious. Because he made the com- 
ment, or at least he is quoted as having made it, I didn't know 
whether that was a particular problem or not. If you could take a 
look at the American Banker comments that he did make, and, if 
there is, in reviewing our — H.R. 4503, anything in the language 
which you think presents a problem, please let us know. 

Thank you very much, Mr. Chairman. 

Chairman Neal. Thank you. 

Mr. Schumer. 

Mr. Scwumer. Thank you, Mr. Chairman. I appreciate the testi- 
mony of all three witnesses. I guess I have three types of questions. 

The first, I would just like to go over again because I am a little 
perplexed at the position here. Aside from more public disclosure, 
disclosure of information you already receive ana leaving out the 
suitability question, which there seems to be a growing consensus 
that, at the very least, that is such a broadly worded sentence that 
it ought to be changed, what else is in the legislation that you 
don't — that would make you do something that you don't do now, 
or make the institutions do something that they don't do now? 
Nothing^r. Fiechter is shaking his head no. That means nothing? 

Mr. FIECHTER. I would like an opportunity to respond for the 
record, but at least our position is that the legislation is not nec- 
essary, but it isn't that it would force us to— 

Mr. Schumer. Not deleterious. So that if, God forbid, we were to 
get some totally laissez-faire regulator in a few years from now, 
they could undo— I mean, they could undo the regulations that ^ou 
have put in place. I mean, we went through this. The most idiotic — 
I sat here in 1981 and 1982 and 1983 when all the regulators were 
sayinfi^, let the S&Ls do whatever they want, ana some of us 
thougnt that was loonv because they haa insured dollars and who 
knows what they would do with it. I can't remember now; I wish 
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I could remember, there was an expression they used that just 
made no sense. 

So why not put a statute in there because even though we have 
extremely wise and careful regulators right now, we might not a 
few vears from now? What would be wrong with doing the legisla- 
tion? It seems to me it is a decent argument for it. 

Any — ^Mr. Ludwig. 

Mr. Ludwig. There are, as I mentioned 

Mr. ScHUMER. It just seems to me, and I don't mean this in a 
pejorative way, but you are saying, look, we have a good handle on 
it, don't mess with us kind of thing, not in a threatening, don't 
tread on me way, but you are not going to be there forever. 

What is wrong with having — what is the deleterious effect of 
having this legislation in place if you straighten up the suitability 
type of language? 

Mr. Ludwig. As I mentioned. Congressman Schumer, there are 
some provisions in the bill such as suitability and the requirement 
for interagency action, would eliminate our regulatory flexibility. 

Mr. Schumer. But aside from that. The basic thrust of the legis- 
lation is to enshrine into law some disclosure, which I haven't 
heard too much of an. argument against, and again, I would like to 
be careful that you don't have to disclose company secrets and 
things like that, but there is disclosure and then there are these 
things you basically do right now. 

Mr. LUDWIG. Regarding disclosure, the call report items that I 
mentioned in my testimony are in fact public once they are in a call 
report, so there will be public disclosure. 

Mr. Schumer. I don't understand why you fellows are sayine-— 
aren't saying, sure, this is, you know, no harm will come from tnis 
legislation, go ahead and do it, as opposed to saying there is no 
need for legislation at this time. 

Go sJiead, Mr. Hove. 

Mr. Hove. Well, I think, as currently presented, the bill clearly 
is flexible and adds some flexibility. I guess our concern is mandat- 
ing specific supervisory or reporting requirements that 

Mr. Schumer. That you do already? 

Mr. Hove. That are there today and you have got a rapidly 
changing environment that may not permit the flexibility in the fu- 
ture. I would, however, say that we have some interest and some 
concern in Title III, as I mentioned in my testimony, Title III does 
some very positive things for the FDIC in clarifying some areas 
that are very muddy. 

Mr. Schumer. Let me go to a second part of my question, which 
is basically, do any of vou feel confident that you can predict what 
is going to happen in the derivatives market 5 years from now? 

Mr. Ludwig. I don't think you can do that. 

Mr. Schumer. Is there anyone on Earth that feels so confident 
that you have any trust in? No. 

Mr. Ludwig. But I don't think that is true of the credit market 
either. 

Mr. Schumer. We have had more experience with the credit 
market. I mean, when was the first time you gentlemen heard the 
word "derivative" and understood what it was? Five years ago? 
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We have had far more experience with the equity and bond mar- 
kets. They are less complicated. You know, there is the issue, and 
we discussed this when we had our first hearing of counterparty 
risk, you know, nobody — I remember — I just remember the old 
Third World debt days, what each bank was doing was just fine, 
but when you added it all up, it wasn't fine because there was too 
much of a debt overload ana many of the banks didn't know what 
their fellow banks were doing at the very beginning, in the late 
1970'8 when lending to Latin America was hot. 

Well, for all we know, that there is some little compamr out there 
that has a huge amount of— you know, that they are offering some 
hedge in an attractive place and they go under because they can't 
meet their claims because of some calamity like — you know, some 
country closes off the price of oil and the whole thing ping pongs 
out of control. 

Is that likely to happen? No. But we are not here guarding 
against what is likely to happen. We are here — and I speak as 
somebody, as I said, who think derivatives are a very positive thing 
and I don't want to eliminate them, I wouldn't want to constrain 
them, but I do have trouble, a problem when I think of them using 
federally insured dollars. 

You know what happened to Procter & Gamble. Fine with me, 
that is their problem. They made a mistake, and so forth, but if it 
is eoinfi^ to be that it would create problems that we can't predict, 
ana let s say there is only a 5-percent chance of that, let's say there 
is a 1-percent chance of that, it seems to me we ought to be a little 
careful. 

I mean, you know, my thrust is that in an ideal world, I suppose 
if I were king of the universe, I would make a rule right now, 
which you gentlemen are not prepared to make, and I understand 
that, tnat no derivative activity could be done with insured dollars 
and let the banks, some of them don't even need the insured dol- 
lars, with a bank like Morgan Bank I guess it is cheaper for them 
right now to go to the markets than to pay a premium on insur- 
ance, but anyone who wants to do it, go to the market for money. 

So I think in the area of bank derivatives, I must say, I disagree 
with my colleague, Mr. Lazio, who said, and I believe somebody 
else, that we shouldn't put the banks at any disadvantage vis-a-vis 
other institutions and what they can do in derivatives. 

They should be at a disadvantage because they have a major ad- 
vantage, and that is they have insured dollars that we are racking 
up still to use those. Do you disagree with that? I mean, do you 
folks think that the fact that insured dollars are being used for 
these derivatives put a special burden on both you and us that 
wouldn't be, if it was a private firm or if a bank were using only 
uninsured dollars that it went to the market to get? 

Mr. FiECHTER. Yes. 

Mr. ScHUMER. You aCTee with me? 

Mr. FiECHTER. I thinK the derivatives ought to be used for hedg- 
ing and not speculation. 

Mr. ScHUMER. It is hard to draw the line when you are not there 
day-to-day and minute-to-minute, isn't that correct? You have to 
say yes so the reporter can hear you. 

Mr. FffiCHTER. Yes. 
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Mr. ScHUMER. If you shook your head the other way, I wouldn't 
put it on the record. 

Mr. Hove. 

Mr. Hove. I would agree with you, but, you know, the fact is, you 
can't legislate — you can't legislate away uncertainty, and so I ap- 

Elaud your efforts here, but at the same time, I think we need to 
ave tne flexibility. 

Chairman Neal. Wait a minute, that isn't the question. Do you 
agree that it shouldn't be done with insured deposits? 

Mr. Hove. Yes. 

Chairman Neal. No derivatives with insured deposits? 

Mr. ScHUMER. In an ideal world, if you were setting up a system 
from scratch. 

Chairman Neal. You don't mean today? 

Mr. Schumer. I am sort of— I believe we ought to change the 
whole way the banking system works, but I am not pushing them 
that far. 

Mr. Hove. I am sorry. I would agree with what Director Fiechter 
indicated, that there should not be any speculative activity, that 
there clearly is a place for hedging risk with insured deposits. 

Mr. Schumer. But it is sort of like suitability. One person's 
hedge is another person's speculative activity, isn't that true? No? 

In other words, if a jury of 100 experts is given, or a jury of ex- 
perts, rather, is given 100 examples of derivatives, you could point 
out in each case which are speculative and which are hedged? 

Mr. Fiechter. Well, you can't 

Mr. Schumer. Sort of a melange. 

Mr. Fiechter. An instrument By itself is speculative. 

Mr. Schumer. No, but in its context. 

Mr. Fiechter. If I had a 30-year, fixed-rate mortgage, I could 
enter into an interest rate swap that 

Mr. Schumer. That is an easy one. 

Mr. Fiechter. That all 10 people would say you are reducing the 
risk. 

Mr. Schumer. That is an easy one, OK. But aren't a lot of the 
derivatives that you must regulate sort of a combination of hedge 
and speculative? 

Mr. Fiechter. That is the difficulty with 

Chairman Neal. Would the gentleman yield? 

Mr. Schumer. I would be happy to yield. 

Chairman Neal. I am just curious on this point. Remember, I 
asked you a question earlier about the difference, the fundamental 
difference between a bank making — when a bank makes a loan, 
tJiev are speculating, aren't they? Aren't they speculating that they 
will get repaid and make money on the interest rate? 

Now, lers say a bank owns a portfolio— or a bank is speculating 
if it owns a portfolio Treasury issue, isn't it? So it is taking an 
equity position and speculating. 

Now, let's say a bank uses a derivative. Let's say a bank owns 
a portfolio of Treasury instruments and it thinks that interest rates 
are going down, it doesn't want to sell that portfolio with Treasury 
instruments, but it wants toilet's sav they think interest rates are 
going down, then they are going back up, so they want to^I can't 
see — ^this is what I am trying to say. 
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I can't see the difference between selling that portfolio or buying 
that portfolio and — which is a speculation, or buying or selling a 
derivative on that portfolio. What is the difference? why would one 
be speculation and the other not be speculation? 

Mr. LUDWIG. I would start by going back to Congressman Schu- 
mer's question. If you look at aerivative activities, they are essen- 
tially of two types, maybe three. There is the dealer activity where 
one is really acting for a customer. Now, you can say in a sort of 
distant sense that deposits are being used in that you have got to 
buy equipment, buy a computer, and so forth. 

Mr. ScHUMER. I don't have a problem with agency activities pro- 
vided you don't hold them for very long. When you are acting as 
an agent, if you are not holding them, that is different than where 
you are not. 

Mr. LuDWiG. Where that agency activity gets a little complicated 
is the part where you buy and sell. Dealers tend to, and must to 
some decree, have an inventoiy. They have to take some open posi- 
tions, which is part of what is defined as proprietary trading, in 
order to conduct the dealer activity. So there is some level of open 
position that you have to have to execute the agency activity 
efficiently. 

The second kind of principal activity is hedging. All hedges aren't 
perfect. In fact, a perfect hedge is almost a misnomer because there 
is some potential speculative activity in most hedges. 

The word "speculative" is really quite, it seems to me, a charged 
term. The question really has to be whether, on balance, risk is re- 
duced. It is very difficult to separate this activity for two reasons: 
First, risk could be created where you can't use hedges to manage 
your portfolio. Second, it gets us into a false sense of security. 
Former FDIC Chairman Bill Taylor said that in times of crisis fire- 
walls become walls of fire. It is dangerous to take the view that 
separating these activities makes them safe. Rather, it seems to me 
the issue is whether the activity is itself appropriate for the organi- 
zation as a whole and whether we are supervising it appropriately. 

Mr. ScHUMER. Just assuming what you say, for the sake of argu- 
ment, there are still — this is no different than foreign exchange. I 
mean, banks need to hold different amounts of foreign exchange for 
their operations and about 5 or 6 years ago some of them decided 
to start trading foreijgn exchange as a profitmaking center in itself. 

Chairman NEAL. Tney have oeen doing that for 100 years now. 

Mr. ScHUMER. No. Well, I would like to know a bank that has 
been actually in the business of trading foreign exchange as a 
profitmaking center in itself as opposed to just holding foreign ex- 
change so they can perform their function of, you know, when you 
go up to a bank window, whether it is me or a big company, and 
say I need francs instead of dollars. 

I think it is the same in derivatives. We all know that there are 
certain types of those activities which are done not for — not for cat- 
egories 1 or 2, but are clearly category 3, and to say that there are 
1^ and 2's there, and legitimate, that is fine with me, but there are 
also 3's there, and that is the area where I — ^that I think gives rise 
to legitimate concerns. 

Mr. LUDWiG. I did say in my testimony, and I agree with you en- 
tirely, that trading activities, whether or not they were done his- 
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toricallv, have increased has been so significantly that there is 
cause tor focus. But I would say that the totally open position for 
speculative purposes, just to make money, is a very small part of 
the derivatives business and practiced by only a few banks. This 
is genuinely a tough public policy issue. 

Mr. SCHUMER. And wouldn't you say, Mr. Ludwig 

Chairman Neal. We need to move on. 

Mr. ScHUMER. I am sorry. Could I just ask one question? 

Chairman Neal. Yes. 

Mr. ScHUMER. Isn't that third area the place with the greatest 
downside risk? 

Mr. LuDWiG. I am not sure of the mathematical answer to that. 
Intuitively, you would say there is more risk. However, where we 
have seen the big losses has been on mismatch situations like P&G 
thinking they were using a hedge when they were actually dealing 
with instruments that are highly volatile and that they didn't un- 
derstand. What is important to the OCC is whether the activity is 
of an appropriate size and whether there is a significant amount 
of management oversight and knowledge so that 

Mr. ScHUMER. I am talking about loss to the bank, not to P&G. 

Mr. LuDWiG. I understand that, but we have not seen the activ- 
ity itself give rise to the kind of losses you would worry about. In- 
tuitively, you are right, this ought to be riskier. 

Mr. SCHUMER. Thank the Chair. I am all finished and I thank 
the Chair for his indulgence. 

Chairman Neal. Mr. Lazio. 

Mr. Lazio. Thank you, Mr. Chairman. I just want to get back to 
a very good question that the chairman asked having to do with 
the basic character or the difference between — we are talking about 
speculation, holding an asset in your portfolio that has inherent 
nsk and a derivative, because it seems to me that we are making 
derivatives out to be something very, very different than the rest 
of the portfolio that a bank might hold, and it seems to me also 
that some of the hysteria that circulates around derivatives has to 
do with false notions of what notional value means in terms of sys- 
temic risk. 

It is the same type of language that was used for options and fu- 
tures in the 1930's and the 1950's to ride those assets as the end 
of the — ^potential collapse of our markets, and I am wondering if we 
can eet back in a very concise way, if you could really say, the 
panel could say concisely where a aerivative and how a derivative 
held on a trading sheet, not for a swap, not to neutralize the risk, 
is inherently more risky than the underlying asset. 

Mr. LuDWiG. You have to be cautious because of the leverage in- 
herent in derivative activity today. It is not a question of whether 
the activity adds value because I think everybody has agreed that 
it adds value. It is a question of the size, the volatility of the par- 
ticular instrument, and the particular management skills that are 
being used. Some of these instruments, the exotic instruments as 
they are called, structured debt, are highly volatile. One has to 
watch them very closely and understand them very well. There is 
a difference there, both in terms of the kind of instruments and in 
terms of the leverage in some of these transactions. 
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Mr. Lazio. For the broker dealers though at least, those what- 
ever they are, eight or — whatever they are, seven or eight institu- 
tions that have the overwhelming majority of the activity, don't 
those institutions have safeguards? Don't you have on-site 
regulators? 

Aren't there processes to evaluate the risk and models to evalu- 
ate the risk? I think Mr. Fiechter was speaking as to a stress test 
model. Don't we have those type of internal models already being 
used and don't the re^lators have those models to do the very 
thing that H.R. 4503 tries to do right now? 

Mr. LUDWIG. They do have risk management systems in place 
that are very sophisticated, and we do monitor them closely be- 
cause that is our responsibility. One of the interesting things about 
the derivatives business is that it has changed the business of 
banking and financial services, in some ways in quite a positive £- 
rection in terms of having institutions on risk and focus on the dif- 
ferent components of risk in terms of their whole business activity 
as a whole. With all that said, I think we really have a continuing 
responsibility. We can't be complacent in this area. 

Mr. Lazio. I agree, but is there anything in this bill that would 
give you power or authority that you don t now have to regulate 
this area? 

Mr. LUDWiG. For the Office of the Comptroller, it would not give 
us powers that we don't believe we have in this area now. 

Mr. Lazio. Let me ask this because I know our time is somewhat 
limited. I want to ask something because Mr. Schumer was getting 
into an area involving, is there any potential risk? Is this just va- 
nilla, chicken soup, would not hurt if we pass this? 

I want to get into the sense of capital requirements which is in 
the bill, the imposition or the establishment of capital require- 
ments. Doesn't capital — don't derivatives, in fact, — the use or cap- 
ital as a cushion, so to speak, aren't derivatives the same thing? 
Don't they require thinly capitalized borrowers to leverage in a 
more responsible way, more financially responsible way? 

Mr. LUDWiG. Derivatives do raise a number of capital issues. 
They involve the same risks that are inherent in any financial ac- 
tivity, but they involve those risks in different sorts of combina- 
tions. Market risk, for example, becomes quite important, and, con- 
sequently, we have been looking domestically and internationally 
at market risk capital rules. The interest rate risk capital rules 
that are being finalized by the agencies also take this into account. 
It has been valuable to focus on the new combinations of risks that 
derivatives pose and to set appropriate capital for those combina- 
tions of risk. We are doing that. 

Mr. Lazio. And that is being done right now? 

Mr. LuDWiG. Yes. 

Mr. Lazio. Is that true throughout? 

Mr. LuDWiG. Yes. 

Chairman Neal. Would the gentleman yield on this point? 

Mr. Lazio. Yes, I will. 

Chairman Neal. I think Mr. Schumer was asking you whether 

or not you thought it was appropriate for insured — ^if financial in- 

"ons with insured deposits should do any transactions for 

vn account in this area of derivatives, and Mr. Lazio is ask- 



Digitized by 



Google 



25 

ing you if there is any essential difference between, for instance, 
a bank holding a portfolio of Treasury issues, which is a specula- 
tive Uiing to do, and a bank holding a derivative instrument on a 
portfolio of Treasury's. 

For example, just to use a very simple example. I don't know 
that I got a clear answer to the question. Do you think that there 
is an essential difference between that? You said— Mr. Ludwig, you 
said that you thought that this was an area, because of its size and 
volatility and so on, it ought to be watched carefully. No one dis- 
agrees wiUi that. 

The question though that is being raised is whether or not banks 
ought to, with insured deposits, be able to hold for their own ac- 
count, trade for their own account in derivatives. 

Are you saying they should or shouldn't? 

Mr. LuDWiG. I said that in terms of conducting their dealer activ- 
ity, they, in fact, have to. 

Chairman Neal. I understand. But go beyond that. 

Mr. LuDWiG. Bevond that, I really worry about the use of specu- 
lation as a charged term 

Chairman Neal. I didn't use that term. 

Mr. LUDWiG. Because there are occasions 

Chairman Neal. I didn't use the term. I said used to manage for 
their own account. Some might call that speculation. Some may 
not. 

Mr. LuDWiG. The answer is yes, in appropriate circumstances 
with appropriate limits. We focus on the safety and soundness as- 
pect of Uiat activity. 

Chairman Neal. So you are saying they should be able to? 

Mr. LuDWiG. Not in every case, but where 

Chairman Neal. In some cases? 

Mr. LuDWiG. In some cases, yes. 

Chairman Neal. Mr. Schumer, I believe, was saying they 
shouldn't be able to at all. That is why I am trying to find out the 
difference of opinion here. 

What about the other two of you. What do you say? 

Mr. Hove. Let me try to describe what you have talked about in 
speculation. You can define speculation as making a loan and— or 
making an investment in a security. That may be speculation be- 
cause you are taking some risks, but if you are buying securities 
and committing to a long-term interest rate, you are buying long- 
term bonds, and at the same time you are also in the derivative 
market betting on long-term interest rates, that seems to me to be 
inappropriate if it is larger than the risk that you normally would 
take in buying your securities portfolio. 

It simply is compounding the problem if it turns wrong. If it 
turns ri^t, it is great, but that to me seems like speculation. If, 
on the other hand, you have a long-term exposure on those securi- 
ties and you are offsetting that with a derivative that offsets that 
long-term exposure, that seems to me to be appropriate. The fact 
that you do it as an end user like that makes a whole lot of sense 
in an institution that is not a dealer. 

I guess what you are talking about, is it appropriate to make 
that kind of derivative investment, if you will, the same as you 
would a security? I get very concerned about that if there is not 
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a specific purpose for an end user to have an offsetdngr risk with 
that derivative. 

Mr. Lazio. Mr. Chairman, could I just — I don't know whose time 
this is. 

Chairman Neal. It is your time, go ahead. 

Mr. Lazio. Getting back to that point now, why is it. however, 
that we would focus on derivatives as an instrument and not focus 
on other assets that might also be inherently risky, whether they 
are foreign currency or whether they are U.S. Treasury securities 
or whatever? 

If you do anything in an unhedged way, you are — ^to the excess, 
that is presumably what regulators are there and are on — ^in place 
to help curtail, as opposed to looking to a particular instrument 
and saying, because it is on the front cover of Time magazine, it 
is called a derivative, it is inherent!)^ bad. 

Mr. Hove. No. Let me say, that is our responsibility as a regu- 
lator to do that and to prevent that. The problem with derivatives 
is that they are so highly leveraged that, with a little bit of invest- 
ment, it can cause enormous problems. That is why it is our re- 
sponsibility to try to mitigate and control the exposure that a bank 
will have. 

Mr. Lazio. And just the opposite is true also; derivatives can be 
used to substantially mitigate risk that would otherwise allow for 
very large exposure on the part of an insured deposit institution, 
for example. 

Mr. LUDWIG. What is being loosely described as open positions, 
and in some cases speculation, really has to be carefully under- 
stood. A lot of the open positions involve cash market instruments. 
We call them derivatives, but they are really cash market instru- 
ments or government securities that have been held in a portfolio 
for a long period of time without material differences in terms of 
leverage. We as regulators have to sort of slice and dice what is 
really risky and what isn't and what ou&:ht to be limited and what 
shouldn't be. You really can't use a broad-gauged shotgun approach 
in this area because the danger is you create more risk than you 
eUminate. 

Mr. Lazio. Which I think is a danger of the legislation. Yield 
back. 

Chairman Neal. Yes, sir, Mr. 

Mr. Fiechter. Could I just add a comment? Under the approach 
with our interest rate risk model, I think this is the approach that 
you were taking, we are as concerned or almost as concerned if we 
find a thrift is funding 30-year, fixed-rate mortgages with 1-year 
liabilities. 

It is taking on an excessive amount of interest rate risk, and it 
can cause as big a loss to the fund as institutions that buy deriva- 
tives. The difficulty is the derivatives, many of them are very com- 
plicated and so it is not the solution for every institution to go out 
and buy derivatives. 

Of our 1,700 thrifts, only approximately 100 are end users in the 
derivatives market, and that is primarily, I think, because most of 
these institutions are shying away from them because they are — 
it does take a certain level of sophistication on the part of manage- 
ment to control them. 
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Mr. Lazio. Most of them are fairly basic though, aren't they? In- 
terest rate or currency swaps? 

Mr. FiECHTER. They can be anything under the Sun. 

Mr. Lazio. But for S&Ls, generally speaking. 

Mr. FiECHTER. Yes. Thev tend to go with the swaps, which are 
much easier to supervise, but as Congressman Schumer alluded to 
earlier, we did have thrifts a few years ago that were buying pretty 
esoteric stuflT that they themselves are not able to model very well 
and they generated some pretty good losses in them. 

Chairman Neal. Mr. Hinchey. 

Mr. Hinchey. Thank you very much, Mr. Chairman, and thank 
vou, eentlemen, for your testimony and for Uie discussion. It has 
been fascinatinc[. 

Often, when I hear a discussion on this subject, the subject of de- 
rivatives, I have the sense that we are entering into the mystical 
or the religious, almost. Nevertheless, I think it is clear that there 
is value in these instruments, particularly to enhance flexibility 
and to hedge against risk. 

What concerns me, as it does apparently the other members of 
the subcommittee, is when we enter the area of proprietary trading 
and we enter the area of trading for profit, not to use the phrase 
speculate because it is perhaps volatility, but to enter into the 
realm of profit and that seems to be something that is likely to be 
done increasingly as time goes on, and I think this question is basi- 
cally to you, Mr. Ludwig, Decause the responsibility for regulation 
in uiis area seems to fall most heavily on your office rather than 
the office of the other two gentlemen. 

Over the course of the last 20 years we have seen a number of 
occasions when creative investment practices have led to systemic 
problems within the financial system. The real estate investment 
trusts are one example and certainly the savings and loan crisis 
most recently is another that comes to mind. There are others. 

What troubles me about this particular arena is the potential for 
a systemic failure, and so much of this is psychological. If you have 
a major trader in this area, the area of derivatives, run into some 
kind of difficulty, what is the likelihood that that could trick or trip 
rather sequential failures, problems that would ripple throughout 
the financial community and cause serious financial problems for 
us in the way some of these other activities have in the past? 

Mr. LUDWiG. It is usually the lightning bolt that you don't see 
that kills you. Our job as supervisors is to try to see as many light- 
ning bolts as early as possible. The secret is to focus attention on 
new emerging financial services activities. This hearing and the 
others have been very helpful in that regard. 

Every financial services activity has the potential for institu- 
tional tailure and systemic risk. This area is no different. We can't 
be complacent. The way you lower risk is through microprudential 
supervision, institution by institution, industry by industry, with 
limits, insisting on the knowledge of management and boards as to 
the risks involved. That is the day-to-day operation of good 
supervision. 

Will there be losses? Sure. Financial service activities give rise 
to losses. The way to take care of these problems to the extent that 
one possibly can without prohibiting them outright, and I certainly 
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would not advocate that here, is through a careful assessment of 
individual institutions and individual products. This is not an area 
where a one-size-fits-all solution really works. 

Mr. HiNCHEY. Well, I have had the opportunity to be in a similar 
situation that we are in now with remrd to — from a legislator's 
point of view with regard to those people who are in the regulating 
community, and it is generally true that people who sit in your po- 
litions feel that they have the tools to carry out their responsibil- 
ities, and almost invariably they would say that they don't need ad- 
ditional legislative authority, tiiey have that authority now, they 
ion't need that specific direction, they can carry out those respcm- 
libilities and obligations based upon the present system as it cur- 
rentlv exists. 

It nas also been my observation that the re£[ulatees are always 
leveral jumps ahead of the rec^Iators, particmarly in a situation 
IS volatile as this one and as dynamic and changing so rapidlv as 
this one, and while, as Mr. Schumer and others have said, there 
may bo good reason for us to have confidence in the ability of 
present company to stay on top of this area, I just wonder why we 
)ught not to establish regulations that would provide direction and 
not just to you, but to vour successors when others might be there 
who perhaps may not be as astute as vou might be or as careful. 

80 what is the problem with basically establishing a bill which 
would set up that kind of framework? 

Mr. LUDWKJ. We feel that it probably wouldn't add much because 
it is ORsentially what we are doing now. In some ways, bv focusing 
}n that as the ultimate solution it fails to focus on the dynamism, 
the change. We might find a year from now that there might be 
I need for legislative change and those legislative changes might 
96 quite different. Moreover, there is always a worrv that as one 

S»eR through the legislative process, one gets something different 
an one starts with. Additionally, there are questions as to wheth- 
er the business would go offshore, and if it were to go offshore, 
ivhether or not it would Tower worldwide risk. 

There are very complex questions here, and it seems to us that 
low is not the appropriate moment for legislation. It isn't that the 
luestion of legislation isn't a highly sensible one. We mav be back 
lext vear focusing on it, but at this time, we think we have ade- 
luateiy regulatory tools. 

Chairman Nkal. Thank you, sir. 

Mr. Leach. 

Mr. Lkach. Thank you, Mr. Chairman. Well. I appreciate the 
confidence just expressed. I am not — I don't totally share it, and let 
ne give some background. 

As you know, a year or so ago, more than a year ago, the minor- 
tv precipitated a major series of questions to regulators on the 
vnole derivatives area and, quite frankly, these were questions de- 
•ived from a great deal of input from a large variety of sources, and 
[ think were well received and well responded to. 

The 900-page report that eventuated and the distillation of rec- 
)mmendations from it were largely based upon regulator input of 
^he various regulating institutions of the U.S. Government. And, so 
)asically, the recommendations that were distilled came from the 
|[ovemment, and that is reflected in legislation that has been intro- 
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duced by the minority and then by the chairman and myself, and 
now the very people that put the most into the regulation, into the 
recommendations, are saying they want to back away from the rec- 
ommendations is the way I read this, and you are saying that you 
have all the ability anci all of the authority to do whatever you 
want to do without legislation. 

It is my own view that partly the impetus of the market, partly 
the impetus of congressional concern has caused a little more meet- 
ing between the regulators than would have otherwise occurred, 
but maybe you can outline for this subcommittee what firm steps 
you have taken in the last year, and the reason I say this is that 
it is my sense that the various regulators have really started to 
look at this issue much more seriously, particularly Mr. Ludwig's 
office and the SEC, and that a lot is starting to begin to gel, but 
there is virtually nothing in the legislation that is not rec- 
ommended by the three of your offices, coupled with other offices 
of the U.S. Government witn significant interest in this area, and 
so, you know, the awkwardness of being told that you object to the 
legislation is — ^has an element of irony as well as otherwise, and if 
I had total confidence that I thought the government was on top 
of it, I would have less interest in some legislation. 

I don't have that confidence and I just want to underline that as 
strongly as I can. But if we look at the last year, it would appear 
that various losses, and we are talking not just Gibson greeting 
cards, we are talking a whole series of the most sophisticated fi- 
nancial and corporate interests in the United States of America, 
are coming up with losses after losses after losses, and it appears 
that they are not being met by comparable responses of considered 
concern. 

Now, my own sense is, and in the artfulness of the legislation 
that is under consideration, is the recognition that this Congress 
and probably no Congress has anything like the capacity to deal in 
a sophisticated way with this area of endeavor. 

In fact, one of the great aspects of derivatives is that it is a sub- 
ject matter that is probably beyond the ken of a body of generalists, 
and so what the legislation, in effect, does is mandate not new in- 
stitutions, but current institutions in an empowered working group 
to develop consistent cross-border, cross-industry standards, and I 
have heard no objection to that approach from anyone except that 

?ron don't want legislation, and so what my concern that I would 
ike to thrust to all of you is what, specifically, do you object to that 
is in the legislative format? 

Mr. Ludwig. 

Mr. LUDWiG. As I said before you arrived. Congressman Leach, 
this is a fine effort, and I think that all of us have profited by the 
open exchange on the legislation and on the activities we have en- 
gaged in. These hearings are valuable. I think the legislative proc- 
ess in that regard is valuable. 

We don't have much to criticize about the bill, so "object" is prob- 
ably too strong a word to use. There are some areas that we think 
ought to be tinkered with. I mentioned that there is a danger in 
forcing interagency activity in that the timeframe for such activity 
in some cases is not flexible enough. There are a number of cases 
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where agencies simply have to act, depending on the facts and or- 
cumstances of the institutions they supervise. 

At the same time, I think there are a number of reasons whyyw 
hear this note of caution about legislating at this point. One is, as 
I mentioned to Congressman Hinchey, you never know what comei I 
out at the end of the legislative process. It may not necessarify be I 
the bill as currently drafted. That comes out of the process I 

Mr. Leach. Can I halt you right there because I know whatjioo I 
are suggesting, but if you recall, I mean, the legislation is designed 
to eive you flexibility. It is not designed to set precise standards, 
andf so, you know, any legislation can be criticized for what it 
might become, but I think it is truly fair to criticize for what it is. 

I mean, there is no subject before the Confess tiiat one can^ 
devastate with criticism about what it might become. I mean — 

Mr. LUDWIG. That is a fair comment. 

Mr. Leach. So I think we ought to deal with what it is, rather 
than what someone might, as a straw horse, suggest it could be, 
and what it is, it strikes me as very helpful to all of you, and again, 
I mean, I would stress that it emanated from you. 

I mean, it didn't come from the Moon. It came from the Group 
of Thirty. It came from the regulators themselves, and so— I mean, 
it is odd that there is — ^you know, this depth of doubtfulness. 

Mr. LUDWiG. Hesitancy is the way I would probably characterize 
it at this time. 

Mr. Leach. Sure. 

Mr. LuDWiG. The second comment I would make is that we may 
well come to a point where legislative action is called for. As we 
actively study and work in this area, our view is that the time just 
isn't now. The area is under deep study in the Working Group and 
in the interagency task force, as well as intemationally. There is 
so much happening that, although it is unfair, we still worry aJbout 
what comes out at the other end. 

Mr. Leach. So you are just suggesting that the administration 
is a little slower witted than otnerwise; is that the conclusion 
there? 

Mr. LuDWiG. We have taken a number of steps in terms of BC 
277 and the foUowup questions and answers, and we have enga|fed 
in a great deal more supervision intemationally. There are m^oxet 
risk and interest rate risk capital standards in process which are 
a major change. So there are actions actually being taken. 

Mr. Leach. I appreciate that. Let me say, mv own view is that 
there would be a great deal of legislation I woula object strenuously 
to. In putting up straw horses, I would personally oppose all of the 
legislation that people have described this legislation could become, 
and would work vigorously to make sure it didn't happen. 

But this particular legislation is designed to be exceptionally 
flexible, and we certainly would work to make it more flexible 
along any suggestions that responsible regulators might well sug- 
gest. Ana that would be something that I think we would all want 
to keep in mind. 

And, certainly, iust so there is no misunderstanding of those that 
have promulgated the legislation, the premises that aerivatives are 
an enormously helpful aavent to the American financial landscape, 
and they are to be in every responsible, reasonable way assisted. 
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not the reverse, and it is the assumption that public bodies work- 
ing with the private sector can ensure the stability and the long- 
term viability of the market, not impede it. 

And it is only the — the market strikes me as only jeopardized by 
excesses. So to ensure its future, not to retard its future is the in- 
tent Now, one can argue that intents and effects are not always 
the same. But that is the premise upon which those that have 
looked at this issue in a serious way are attempting to do. 

I would only stress that I would hope very much that any criti- 
cism of approach be based upon what is in the bill, not what one 
fears mig^t become part of the bill, for which I know of no migor 
movement to make more strenuous. 

Thank you. 

Mr. Deutsch [presiding]. Thank you, Mr. Leach. 

I am goine to have my opportunity to ask some Questions, since 
I am the only member that has not. I want to ada my thanks to 
the members of this panel. This has been an incredibly interesting 
hearing. I have never seen Chuck Schumer sit as long as he sat 
this momine. 

I think Mr. Ludwig might have said the most significant thing 
weVe heard today in his last statement about the timing of this 
legislation. 

This legislation attempts, in part, to require institutions to deter- 
mine whether a derivative is suitable. From evervthine I have read 
or heard this morning, this really seems to be illogical in the mar- 
ket that exists today. Could any of you — and choose who wants to 
in what order — respond specifically to that part of the legislation, 
and ask whether it is appropriate in the market today to settine 
up standards of suitability and make banks responsible for them? 

Mr. Hove. Let me describe suitability. And it is sort of an anec- 
dote that may make some sense. If I have a lawn about the size 
of Uiis table, for example, and 1 go into a lawn supply store and 
say I would like to buy a 14-horsepower lawn tractor, the lawn or 

rirden store isn't going to find out what size lawn I have or how 
am going to use the tractor. They will sell me the tractor. And 
they are not eoing to incur any liability for that. 

And I think that suitability for this market is sort of the same 
way. When a dealer is selling a product, the suitability for that 
tractor may be perfectly suitable to a person with a large lawn but 
not a person with a small lawn. 

What is a suitable derivative or a suitable item for one person 
or one institution clearly is not for another. And to put the require- 
ments of suitability on the seller seems to me to be an excess bur- 
den that doesn't need to be done. 

Mr. Deutsch. I guess it is really an emphasis on how some peo- 
ple have a suspicion of this particular market. There are plenty of 
other markets. Maybe the next legislation is a suitability require- 
ment for lawnmower sellers. Maybe that will be the amendment to 
this bill as it moves along the process. 

Mr. Ludwig. There is a level of responsibility for the seller here 
that is a little different than the lawnmower analogy. You certainly 
don't want the seller to sell the instrument, or, if you will, sell the 
lawnmower, luiowing that this would violate the purchaser's needs. 
We have included that level of responsibility in our guidelines. We 
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are obligated to come up with suitability standards that would 
apply to government securities, including derivatives, under the 
Government Securities Act, and we may well deal with it in the 
same way. I think the suitability question, while a very tough one, 
is one you can't simply walk away from by saying caveat emptor. 

Mr. Deutsch. I don't want to focus only on this issue, but you 
are dealing with relatively sophisticated buyers and sellers. From 
my experiences in the real world where expert sellers thought they 
were getting a good deal and the buyers ended up getting me good 
deal in the end, that is the nature of markets. 

One of the few freedoms we have left in this country is the free- 
dom to make mistakes and make bad business decisions. And it 
just seems that government coming in at this point to regulate that 
ability, particularly with sophisticated, multimillion-dollar trans- 
actions, really seems almost strange. 

Mr. LUDWIG. The way we do it currently is that where a bank 
knows that the instrument being sold violates the policies and pro- 
cedures of the purchaser, the bank shouldn't make the sale. The 
public, including the sophisticated public, reposes in banks a level 
of trust that you don't want to violate. But I g^ant what you are 
saying; going the whole way toward suitability as it is used in the 
NASD rules where you have an affirmative obligation to check, 
where there is a certain legal liability, is worrisome. It is an area 
in which we would tinker with the provisions of the legislation, as 
I indicated to the chairman. 

Mr. Deutsch. Let me go back to something I think you had said 
previously, and it is — and in some ways you have touched on this 
over the last several hours, but specifically, there is nothing that 
this legislation would do that you don't have the regulatory author- 
ity to do today; is that accurate? 

Mr. LuDWiG. Yes. 

Mr. Deutsch. And also, specifically, the concern that members 
addressed dealing with insured deposits. If you believed that were 
a problem, you would be able to deal with that today. Is that accu- 
rate as well? 

Mr. LuDWiG. Yes. 

Mr. Hove. We have some concerns at the FDIC. Title III of this 
bill provides some clarification for some issues of receivership tihat 
we think are appropriate to clarify. And from that standpoint, 
there are provisions in there that we find very attractive in Title 
III. 

Mr. Deutsch. Let me just ask one final question, and open it up 
for comments then, and it also is in response to something you 
said, and it kind of highlights that maybe we are not at that stage 
ready for legislation. 

Mr. Ludwie, you also talked about the issue of this market not 
being defined by space. There is no reason why these transactions 
could not be done offshore on an island or in Japan or anywhere 
else in the world. 

That concern that you recognized doesn't seem to be addressed 
by the legislation. If we were to impose these requirements, it 
would seem to have an adverse practical effect on American-based 
companies. 
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Is there any movement in any other countries to start regulating 
the way this legislation talks about regulating the derivative mar- 
ket? Is there any possibility of an international regulation at some 
point in the future? 

And if we were to regulate in the United States, it would seem 
as if the concerns that nave been raised by the proponents of the 
legislation now, if in fact it is so fungible in terms of moving to 
otner locations, what you might end up doing is just putting Ameri- 
cans out of work or American-based companies at a competitive 
disadvantage. 

Mr. LUDWIG. I think that is a genuine worry. The Swiss and the 
French are particularly advanced in this area, but there are also 
other national financial services industries that are becoming quite 
advanced. If it does go offshore, it doesn't necessarily reduce world- 
wide risk, but it does move the activity out of the United States. 

In all fairness, the current bill that we are addressing would not 
cause that result. What Congressman Leach said is fair. This is a 
flexible piece of legislation that I don't think brings on that result. 
There are other parts of it we would worry about — ^for example, re- 
quirements regarding suitability and joint interagency action. I 
tnink your concern is a real one, the current piece of^ legislation 
doesn't cause that result in and of itself. 

Mr. Deutsch. Thank you very much. 

Chairman Neal [presiding]. Thank you, sir. 

Are there any further questions for this panel? If not, I would 
like to thank you all very much for spending so much time with 
us this morning. And I look forward to your further comments on 
this bill as we discuss it during the hearing. 

I will yield to the distinguished gentleman. 

Mr. Baker. I apologize. I was just outside for a moment and 
didn't realize it was coming so quickly, from my view, to a conclu- 
sion. Perhaps I could address this to Mr. Ludwig, just for a cursory 
response. 

It seems as though there is much discussion about the problem- 
atic area of derivative transactions, and we do have in the offing 
a legislative proposal to address what appears to be the concerns. 

To date, however, I am not convinced we really identified what 
the problem is. I don't think there is an inherent difficulty with the 
product itself, because the product takes on many varied forms and 
shapes. I don't think necessarily that a risk hedging tool is a bad 
tool to have in credit markets, which I believe derivatives to be. It 
appears — although I have no basis from which to conclude this — 
that the transactions of interest are those of an unsophisticated or 
uninformed purchaser who acquires a product, perhaps not ade- 
quately described, which leads to unexpected losses. 

The solution that seems to be developing is to place that burden 
upon the agency or the regulator to say after the fact that the 
acquirer was not suitable for this transaction, and to place that 
burden on the marketer of that product in a free market system 
where people buy products they may not need all the time. 

Isn't it perhaps advisable for us to do a little more analysis of: 
One, how many problems there are in the marketplace; two, can we 
protect Procter & Gamble from themselves; and three, are there a 
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number of people in the marketplace who are acquiring these on 
a bulk-purchase basis who really don't know what they are doing? 

It seems to me in most cases in the information I have been pro- 
vided, that this is a risk-hedging tool which is used effectively in 
the market to make sure that untoward losses aren't engaged in. 
Do we have sufficient data yet to know who is at risk and whether 
they are unnecessarily so at this point? 

Mr. LUDWIG. I think we do have enough information to believe 
that a strict suitability standard of the type used in the retail mar- 
ket probably goes too far and may well create legal risks that 

Mr. Baker. On that point, if I were to sell as a dealer to a person 
I assumed to be capable of taking the risk and later it is deter- 
mined there is a loss, I understand it is the regulator's discretion 
as to whether or not that purchaser was adequately informed and 
capable of making the business decision. Wouldn't that seem to 
open some line orliabiHty for that broker, regardless of the regu- 
lator's determination? 

Mr. LuDWiG. There is no doubt that when one ^ets into the area 
of suitability, or even appropriateness, as we put it, there are some 
liability issues. As I said, on the one hand, retail suitability, stand- 
ards seem to me to go too far. On the other hand, I must say just 
a strict caveat emptor attitude in this area, at least for bank par- 
ticipation, does not go far enough. 

Mr. Baker. But the focus of the bill is to go to regulated financial 
institutions which probably are some of the more responsible witfi 
regard to fiduciaiy obHgations, and the scope of those marketing 
these derivatives is much broader than just regulated financial in- 
stitutions. So if we move in this direction, we take a preemptive 
strike against the folks who are probably doing the best job of ad- 
vising risk and leave undaunted those outside the regulatory net. 

Mr. LUDWiG. I would like to think we do a superior job of this 
within the depository institutions market. You are right, it does 
leave out a universe of players that is not subject to the same kind 
of scrutiny and regulation that we have for depository institutions. 

Mr. Baker. I thank the chairman. 

Chairman Neal. Thank you. 

Mr. Leach. 

Mr. Leach. I would iust like to ask unanimous consent to put an 
opening statement in the record. 

Chairman Neal. Without objection, so ordered. 

[The prepared statement of Mr. Leach can be found in the 
appendix.] 

I would like to again thank the panel for their help. We look for- 
ward to hearing from you at your earliest convenience. 

Thank you. 

Chairman Neal. We will now ask our next panel to join us. Our 
next panel is comprised of Mr. John Logan, executive vice presi- 
dent. First American Corp., Nashville, Tennessee, testifying on be- 
half of the American Bankers Association; and Mr. Mark Brickell, 
vice president, J.P. Morgan & Co., testifying on behalf of the Inter- 
national Swaps and Derivatives Association, Inc. 

Gentlemen, we very much appreciate your being with us this 
morning. It is afternoon now. We will put your entire statements 
in the record and ask that you summarize a little bit so we will 
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have some time for questions and answers. If it is all rig^t with 
you all, we will go ahead and hear from Mr. Logan first 

PTATEMENT OF JOHN W. LOGAN, EXECUTIVE VICE PRESI- 
DENT, FIRST AMERICAN CORP., ON BEHALF OF THE AMER^ 
ICAN BANKERS ASSOCIATION 

Mr. Logan. Thank you, Mr. Chairman. 

I am John Logan, executive vice president, First American Na- 
tional Bank in Nashville, Tennessee. First American is one of three 
banks subsidiaries of First American Corp., a $7.3 billion bank 
holding company. In addition, I am currently the chairman of the 
American Bankers Association Funds Management and Bank Cap- 
ital Markets Committee. In the interests of time, I will try to be 
as brief as possible. 

Mr. Chairman, I appreciate the opportunity to be here today to 
discuss commercial bank uses of derivatives and to express our con- 
cerns about adopting legislation regulating derivatives, particularlv 
in lieht of the intensive efforts already well under way by the bank 
regulators, FASB, the FFIEC, and industry participants to better 
understand and manage these highly useful products. 

Commercial banks use derivative instruments both as users and 
as dealers. As end users, commercial banks use derivative instru- 
ments to minimize their own institutions' risks, particularlv inter- 
est rate risk, which enables them to make more credit available in 
their communities in a form that meets the demand of their 
customers. 

In addition to being end users, several of ABA's member banks 
serve as over-the-counter derivative dealers, utilizing their exper- 
tise to understand and to meet the unique financial needs and 
risks of their many customers, including banks like mine, as well 
as of their nonbank customers. 

Again, this allows financial intermediaries like my bank to better 
manage risk, permit ereater market innovation in response to 
changing customer needs, and ultimately make credit more readily 
available to our customers than would be the case if derivatives 
were not available. 

My 25 years in banking and 13 years experience with derivatives 
have taumt me that hedging one's risks is a good and prudent 
practice. In fact, a well-conceived hedging program can appreciably 
add to a bank or a compan/s success. By giving up the prospect 
of windfall gains, one can protect oneself from disastrous losses. 
For commercial banks, the most common use of derivatives is in 
the form of over-the-counter interest rate swaps. 

Although commercial banks enter into interest rate swaps for a 
variety of purposes, most often these swaps serve as an effective 
tool to manage interest rate risk. Critically important, banks' abil- 
ity to enter into interest rate swaps has a beneficial impact on the 
availability of credit to the local businesses and the customers in 
their communities. 

Take my institution. Between June 1993 and June 1994, First 
American increased its outstandingns of fixed-rate loans maturing in 
longer than 1 year by approximately $545 million. The largest por- 
tion of these loans was home mortgages and installment loans 
made to consumers in our communities. 
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In order to manage the potential risks posed by these fixed-rate 
loans, specifically the risk to the banks' interest rate margin of 
fundine these loans with our floating rate deposit base, my bank 
entered into several interest rate swaps, agreeing to pay a fixed 
rate while receiving a rate based on a floating rate index. 

Doing so initially cost the bank about 1.5 percent of the spread 
between the yield on the loans and the cost of the deposits. But 
this hedging operation enabled the bank to protect itself against 
any future increases in interest rates. 

The decision to enter into derivative transactions has thus fitr 
proven to be a good one. First American has been better protected 
from the recent rate increases in interest rates because of the 
swaps entered into last year. 

Derivatives are not just for larger banks such as mine. Many 
community banks often use them eflFectively as well. For example, 
a $175-million-asset community bank in the upper Midwest re- 
cently was approached by a small local manufacturing company 
seeking a $2 million loan in order to renovate its plant. This par- 
ticular company employed 1,200 people in a community of 15,000 
and needed to maintain the plant in order to stay competitive. 

The company did not want a floating rate loan but rather wanted 
a 10-year tixed rate loan. Absent an interest rate swap, the bank 
could not offer its customer a 10-year fixed rate loan because the 
interest rate paid on the deposits that would be used to fimd that 
loan would vary over time, creating too much risk for the bank. 

In order to satisfy and, importantly, keep that customer, the 
bank entered into an interest rate swap, trading off the loan's fixed 
rate for a variable rate in return. The bank was thereby able to 
protect itself from interest rate risk while at the same time helping 
its customers and communities. 

The point I am making is, derivatives serve a valuable purpose 
in increasing not only the amount of available bank credit but also 
the nature and type of credit a bank can provide its customers irre- 
spective of a particular bank's size or location. 

As you are well aware, banks are extensively regelated and su- 
pervised bv their State and Federal banking regulators to ensure 
that thev n)llow all applicable statutes, regulations, and pronounce- 
ments. As the derivatives market has grown and bank involvement 
with that market has similarly increased, the banking regulators 
have used their authorities to issue more and more specialized 
guidance on current bank derivative activities. 

Moreover, the banking regulators have indicated time and again 
that they currently have all the regulatory tools and flexibility nec- 
essary to address commercial banks' use of derivatives. 

In addition to current regulations and guidance, voluntary initia- 
tives have been undertaken by the industry. Derivatives dealers 
and end users have greatly increased their internal controls and 
risk management system. 

As a result, the ABA believes that the legislative remedies out- 
lined in H.R. 4503 are neither necessary nor desirable. It would 
seem to accomplish nothing that the regulatory authorities and 
others such as FASB are not already doing. And it could have seri- 
ous detrimental effects on the availability of commercial bank 
credit. 
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I Finally, the ABA believes that Congress should not enact deriva- 
I tives legislation without considering tne impact of such legislation, 
- and even the act of considering such legislation may have on the 
financial marketplace. Recent increases in short-term interest 
rates, the dramatic decline in the dollar versus the yen and the 
mark, and the market's reaction to these events have contributed 
greatly to the recent volatility in today's markets. 

Legislation impacting derivatives and other financial instru- 
ments could severely impact these markets, creating further uncer- 
tainties and untold consequences. 

In conclusion, Mr. Chairman, the ABA believes that the current 
regulatory environment and the voluntary efforts undertaken by 
the industry participants are sufficient for managing current deriv- 
ative activity. Should further criteria be necessary, the bank regu- 
lators have all the authority they need. Any legislative action taken 
at this juncture could discourage further industry and regulatory 
efforts and perhaps create market uncertainty. 

Accordingly, the ABA believes that derivatives legislation is nei- 
ther necessary nor appropriate. 

I thank you and I would be happy to answer any questions you 
mijriit have. 

[The prepared statement of Mr. Logan can be found in the 
appendix.] 

Chairman Neal. Thank you, sir, very much. 

Now I would like to hear from our other witness. 

STATEMENT OP MARK €• BRICKELL, VICE PRESIDENT, J.P. 
MORGAN & CO., ON BEHALP OF THE INTERNATIONAL SWAPS 
& DERIVATIVES ASSOCIATION, INC 

Mr. Brickell. Thank you, Mr. Chairman and members of the 
subcommittee, for inviting me here today to represent the Inter- 
national Swaps & Derivatives Association, the leading inter- 
national organization of those who create and use privately nego- 
tiated derivatives. It is good to be back. 

As many of you know, ISDA has worked with the Congress in the 
past 6 years to pass four separate pieces of legislation regarding 
swaps. And we nave heard suggestions recently floating arouna 
Capitol Hill that we don't object to or would be willing to accept 
this bill. H.R. 4503. 

I am here today to say that this is simply not true. In fact, yes- 
terday, an unprecedented group of eight leading financial and cor- 
porate trade associations released a joint statement announcing 
their unified opposition to the bill. The group represents banks, se- 
curities firms, thrifts, the futures industry, and corporations, and 
groups this diverse don't always agree on everything, but we do all 
rety on swaps. 

I would like to submit that joint statement into the record with 
my testimony. 

I would lilce to make three basic points about the derivatives 
business. First, swaps are a critically important risk management 
tool. Second, they strengthen the banking system. And third, this 
legislation is fundamentally flawed and jeopardizes those benefits. 

There have been a dozen studies of derivatives released over the 
past 18 months by regulators, by the administration, by Congress, 
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and organizations such as the Group of Thirty. Everv report has 
emphasized that derivatives are an essential tool that help corpora- 
tions, financial institutions, and governments around the wond to 
manage the risks that they already face in their daily business 
activities. 

Swaps reduce the cost of capital. They raise investment yields. 
And tney control currency risk. That means more jobs, bigger pen- 
sions, and increased exports. 

In short, swaps are more important to Main Street than they are 
to Wall Street. But these activities help banks too. Providing swaps 
and related transactions has become one of the most important 
ways that banks serve their clients. It strengthens relationships 
and it fosters the growth of related activities. 

The Federal Reserve Bank of Chicago pointed out that business 
loans grew faster at banks that used swaps than at banks that 
don't, that swaps' activity builds bank capital. Standard and Poors 
has pointed out profits from derivatives have become very impor- 
tant to major money center banks, accounting for a very substan- 
tial portion of home sale banking profits. The article called those 
activities a source of fairly stable mcome. 

Most important, and I think least understood, is that derivatives 
activities are strengthening the banking system by improving risk 
management techniques. I can't say it any better than Fed Gov- 
ernor Susan Phillips, who noted earlier this year that derivatives 
activities are, in her words, "forcing a revolution in risk manage- 
ment practices," and that these practices ""have the potential to sig- 
nificantly enhance the soundness and efficiency of more traditional 
trading and lending activities." 

These are important benefits. And I suspect that that is why the 
administration, financial regulators, and the industry agree that 
there is no need for legislation at this time. 

On 13 occasions since October of last year when the first hearing 
was held in the House Banking Committee and three more times 
today, the administration and regulators have testified that they 
already have the powers they need, and they are actively using 
them to make the necessary improvements in the regulatory frame- 
work for derivatives. 

In no case did a regulator say that derivatives legislation was 
necessary. And some regulators went even farther, to say that 
passing legislation could reduce the benefits that derivatives bring 
to this economy. 

And now we come to the heart of the matter. Despite the very 
best efforts and the best intentions of its authors, which I want to 
take great pains to acknowledge, H.R. 4503 is an example of such 
a bill. 

There are several reasons for this and I would like to cite two 
important problems with the legislation. The bill proposes a suit- 
able standard, that such a standard should be introduced for the 
first time into the banker-client relationship. Such laws exist in 
only one area of finance today, and that is in securities sales. 

But the concept is not applied to activities including bank loans, 
foreign exchange dealing, futures, or any other area of finance. It 
makes no sense to us to introduce this retail suitability standard 
into a wholesale activity like derivatives dealing. 
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If what the Congress seeks to accomplish is to ensure that the 
parties to a transaction understand the risks of the deal, this 
standard would have the opposite effect. It reduces the incentives 
that each party has todav, and should have, to understand the 
transaction. And it puts all the burden on the banks. 

Today it is as if you have two pilots in the cockpit on every trans- 
action, Doth awake, alert, and trying hard to understand the risks. 
What this proposal does is tell one pilot it is all right for her to 
go to sleep. We don't think that increases safety and soundness. 
What it does is reduce the chance that both parties will understand 
the transactions they have agreed to. 

The second flaw in the bill is it proposes there be special capital 
requirements for swaps. Mr. Chairman, if the objective here is to 
ensure there should be strong capital requirements in place for 
swaps activity, there already are and there have been since 1988 
under the Basle framework for risk-based capital standards. What 
the bill proposes are new, special capital requirements. We don't 
think that makes sense. At best, it would be redundant and more 
likely it would reduce the availability of swaps and drive up their 
cost. 

OTS Chairman Fiechter testified this morning that thrifts have 
used swaps to reduce their exposure to the risks inherent in mort- 
gage lending Special capital requirements for swaps will reduce 
the availability of mortgage loans and make it harder for Ameri- 
cans to own their own homes. 

Mr. Chairman, there are other reasons whv this bill has aroused 
unified opposition and I would be glad to address them in response 
to your questions. We hope that Congress will not jeopardize the 
derivatives activity which is of critical importance to American cor- 
porations, financial institutions, and government entities, by at- 
tempting to adopt this legislation. 

Thank you. 

[The prepared statement of Mr. Brickell can be found in the 
appendix.] 

Chairman Neal. Thank you, sir. 

Mr. Logan, I would like to just point out that no one has been 
talking about doing away with derivatives, and that the main criti- 
cism hasn't been concern with the use of derivatives for hedging, 
but rather the criticism, the concern, and so on that I am hearing 
and I see written about has to do with however you want to de- 
scribe it, trading for one's own account or speculation or entering 
into derivative transactions for one's own account with insured 
deposits. 

And I don't think you spoke to that aspect of this question at all. 
Do you have an opinion about that? 

Mr. Logan. Thank you, Mr. Chairman. I have several opinions 
on the use of insured deposit. My major concern with this bill per- 
sonally is that it singles out bank users, end users, and bank deal- 
ers, and leaves untouched the whole world of the international 
swaps market, the nonbank broker dealer 

Chairman Neal. Let me just say the reason for that is we don't 
have any jurisdiction. 

Mr. Logan. I understand. 
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Chairman Neal. And we don't have any concern, frankly, for the 
deposits in a German bank, for example. We don't guarantee those. 
But we have a responsibility ultimately, as we unfortunately 
learned in the savings and loan fiasco, for deposits in insured fi- 
nancial institutions. So that is why the focus is there. 

Mr. Logan. I understand. 

Chairman Neal. Not that your point isn't a good one. It might 
be a good idea to try to generally apply standards across the board. 
We just can't do that in this subcommittee. 

Mr. Logan. I understand. From my point of view as an end user, 
not even as a commercial bank but simply as an end user, I would 
prefer always to do a swap with a counterpart that is a regulated 
entity like perhaps J.P. Morgan, not because they have insured de- 
posit insurance, because that deposit insurance does not apply to 
my swap, but because they are regulated, because they have cap- 
ital, because they make extensive disclosures. And if this legisla- 
tion would in any way weaken their position relative to the other 
dealers in the market, I may be forced to go to those other dealers 
who are relatively unknown entities to me compared to a J.P. Mor- 
gan or a Citibank. 

It seems to me that this legislation potentially puts these bank 
dealers at a competitive disadvantage to other dealers in the 
marketplace. 

Chairman Neal. I am not quite clear about that. If the legisla- 
tion doesn't require the regulators to do anything that I am already 
doing, how would it put banks at a competitive disadvantage? 

Mr. Logan. I cannot predict what disadvantage it would put 
against them. As we heard what the regulators' panel today sug- 
gests, they think they are already doing what this regulation calls 
for. 

Chairman Neal. But I was asking you. What in the legislation 
is troubling to you, if I may put it that way? 

Mr. Logan. The fact that it singles out banks as end users. 

Chairman Neal. Just that fact, not 

Mr. Logan. I would echo Mr. Brickell here that the suitability 
standard is one that does not seem to be appropriate for this type 
of legislation. It would introduce a whole new idea by applying se- 
curities law and regulation to OTC derivative transactions. 

Chairman Neal. I have another question for you in a minute, 
but sort of along these lines, I want to go to a question to Mr. 
Brickell about capital requirements. You suggested that you object 
to the bill's recommendations that strong capital requirements be 
imposed on end users of derivatives. And you cite cases in which 
end users reduce their risk by using derivatives. 

Mr. Brickell. I cited the testimony of OTS Chairman Fiechter 
this morning who suggested the entire thrift industry has used de- 
rivatives in just that way. 

Chairman Neal. Right. But the capital requirements linked to 
risk wouldn't require capital to cover transactions that reduce risk, 
would they? The idea is to only require capital on transactions that 
increase risk. 

Mr. Brickell. That is not what I saw in the bill, sir. It didn't 
make that distinction. 
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Chairman Neal. I thought that is the way you stated the 
problem. 

Mr. Brickell. No. My concern is that the bill singles out deriva- 
tives and doesn't distinguish between those that increase risk or 
decrease risk in the provision that calls for 

Chairman Neal. That is what I was trying to Ret at. If it only 
applied to those situations of increased nsk, would you have the 
same objection? 

Mr. Brickell. I would have a different obiection in that case. 

Chairman Neal. OK What would that be? 

Mr. Brickell. Well, Mr. Logan makes the point that the bill fo- 
cuses only on banks. I am concerned about the fact that the bill 
concentrates exclusively on derivatives activity. There is risk, as 
you pointed out earlier, in all banking activities. When a bank 
makes a bank loan, it takes on risk. You could, I suppose, call that 
speculating. 

When a Dank buys a Treasury bond, the same thing is true. I do 
not understand why one would single out derivatives tor the special 
attention that comes with this bill as a source of risk. If you want 
to rule out risk, then let's rule out risk taking by banks. But 

Chairman Neal. But these are off balance sneet activities. I 
think that is the main concern, that the risk and risk-based capital 
and so on is applied to balance sheet activities. These are off bal- 
ance sheet activities. 

Mr. Brickell. They 

Chairman Neal. ^d, again, all of this is driven probably by our 
experience with the savings and loan fiasco, that we are worried 
about anything that looks like it could possibly be a threat to the 
deposit insurance system and be a problem for taxpayers. So that 
is what I think drives all of these activities. 

Mr. Brickell. I appreciate understanding the source of the con- 
cerns. It is important to clarify the fact that while these activities 
are reflected on the balance sheet only in their market value, they 
are still covered bv the capital requirements that have existed 
since 1988 under the Basle framework. They are still covered by 
the leverage ratio capital requirement that has existed even longer 
than that. 

So they are already the subject of strong capital provisions, and 
my concern is that they would be burdened bv additional special 
requirements. When you place that burden on tnem, as the bill pro- 
poses to do, you make it harder for thrifts, for example, to manage 
the interest rate risks they have when they take on mortgages wim 
negative effects for the American homeowner. 

Mr. Logan. If I may interject, they are, as Mr. Brickell will state, 
already charged against our risk-based assets for capital ratios. 
They are already reported now on the Call Reports and in our an- 
nual and 10-K reports in greater and CTeater detail each year. So 
although they are oflF balance sheet, tney are, in effect, brought 
badi on balance sheet for regulatory disclosure purposes. 

Chairman Neal. My time has expired. I am going to yield to our 
expert, Mr. Leach. 

Mr. Leach. Well, let me just address Mr. Brickell briefly, and let 
me preface it with the observation that your bank has led all other 
banks in efforts to come up with uniform constant standards and 
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this legislation is designed to be complementary to the efforts led 
by your bank. And as a matter of fact, legislation is the only way 
to ensure uniformity. Only your bank has done a great deal to leaa 
the way in seeking industry compliance, and for that you are to be 
complimented. 

You make the point, however, and I would like to stress that in 
my time in public office I have never heard from a bank or an indi- 
vidual more straw man arguments without basis in statutory con- 
sideration. You make the observation that you are concerned that 
we are singling out derivatives without distinction. 

In your testimony and in your public utterances repeatedly you 
use the word "swaps" and then apply all the conclusions to oUiers 
that would make very distinct descriptions that would apply to cir- 
cumstance. And we are not dealing with swaps. We are dealing 
with a wide variety of derivative instruments, from futures to for- 
wards to options. 

And this statute that we have under consideration is designed to 
E^ve most professional people in the regulatory environment the ap- 
propriate types of techniques to make these distinctions. Unlike 
what you stated 5 minutes ago, there is no capital standard for 
swaps in this bill. And to state that is a massive misreading of the 
circumstance. In your written testimony you talk about crude 
expedient. 

I would not ever use language like crass, self-interested avoid- 
ance of serious responsibility taking. But that would be the equiva- 
lent comment that someone else might make to your approach that 
would fit the words a "crude expedient" in your testimony. And I 
would strongly urge you to understate rather than overstate. Your 
distinction between retail standards and wholesale activities are 
not immediately apparent. 

The people you deal with at a wholesale level have — I mean, 
wholesaling is very different. As someone who owns a wholesale 
company, I can tell you that you have customers. You sell cus- 
tomers products. These are not simply wholesale activities. And the 
wholesalers that you sell to represent a lot of very small people. 
They are not necessarily of the most sophisticated nature. 

And this distinction between retailing and wholesaling is one 
that is well beyond me. But I want to go to a couple of comments 
and really ask philosophically whether you really mean what vou 
said. In yesterday's July 11 American Banker, you were quoted as 
saying, "Derivatives can serve as a supplement to capital." 

How? And then you go on to say, "The bill would deny the bene- 
fits of derivatives to capitally constrained institutions that need 
them the most." And I will tell you, it strikes me as very relevant 
for the U.S. Government to be very doubtful about an institution 
without capital using derivatives products which by definition can 
become very speculative in nature. That is one of the reasons, not 
this particular bill, which does not have precise standards, but the 
OCC, as you know, has suitability standards it is developing. 

The OCC has regulators who know the customers have capital 
standards. But how is it that derivative standards supplement cap- 
ital? That is a very interesting philosophical precept. Do they make 
money up? How does it occurf I mean, I can believe in hedging you 
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ean reduce risk. I am all for derivatives. But I have never met a 
derivatives product that adds to capital. Which one? 

Mr. Brickell. Here is the concept. The purpose of capital is to 
protect, to cushion the firm from the impact of business risks, any 
range of business risk. 

Mr. Leach. That is the purpose of capital. A purpose of capital, 
yes; not a definition of capital. It is a purpose of using capital. 

Mr. Brickell. Agreed. It cushions the firm from the impact of 
a flood or a strike or having the point of sale displayed at the 
wrong place in the gprocery store, and it cushions the firm from the 
impact of financial risks. If interest rates go up, will you need more 
capital perhaps to be able to meet your debt obligations? 

These transactions are generally used and most appropriately 
used to provide protection from the financial risks that every com- 
pany faces from its existing business activities. And Chairman 
Fiechter said that for an entire sector of activity, for the thrift in- 
dustry, that is exactly what he has seen, that the use of swaps has 
cushioned those firms from the impact of changes in interest rates. 

Mr. Leach. So there is no misunderstanding, I am all for swaps. 
Anyone in their right mind has to be all for swaps. But please, 
there is a difference between purpose of something and defining 
something. It is a supplement to capital. What derivative product 
is a supplement to capital? 

Mr. Brickell. A cap on interest rates, if you are a thrift who is 
exposed to losses when interest rates snoot up, a cap on interest 
rates would pay you cash when rates rise and cushion the firm 
from the impact 

Mr. Leach. The technique makes money, if it works right, or re- 
duces risk, but it is not a supplement to capital. It is a technique 
to protect whatever capital exists. It is not a supplement. It is a 
technique to protect, if it is used wisely. 

But let me 

Mr. Brickell. I should confess that this is not a concept, which 
I developed myself. It is drawn from a citation by a professor of ec- 
onomics at Harvard who actually suggested that derivatives are a 
substitute for capital, not merely a supplement. And I am bappy 
to provide in writing the citation from which that is drawn. The 
concept is that these transactions serve the same purpose, to cush- 
ion the shareholders and the debt holders of the firm from risk, 
and serve a useful purpose. 

Mr. Leach. So based on your assumption, it wouldn't be appro- 
priate for a financial institution to have a cap. By the way, one of 
the ironies of all this is that your institution of all the major banks 
has been the one that has been the strongest advocate of having 
decent capital. And your presentations have been in the obverse to 
that extent. 

Let me just ask another question. You are quoted yesterday in 
the American Banker, because you are criticizing an approach of 
the U.S. Congress, that banks could become liable for every deriva- 
tives contract that loses money. 

Well, I would like to know where in the bill it says banks are 
liable for every derivatives contract that loses money. What sec- 
tion? Vfhat title is this particular provision in? I mean, I and my 
staff wrote the bill. I don't recall putting it in. It strikes me as 
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philosophically a little aberrant to my own views. So I am intrigued 
by this. 

Mr. Brickell. Well, let me respond first to your comment about 
our belief that capital is important. We do think that capital is im- 
portant, not just my bank, but I think every banker I know uses 
it, tries to use it well, and likes to have plenty of it. And I would 
say that the view that capital is important is consistent with the 
view that the use of derivatives can supplement the capital of the 
firm; that is, these views are consistent, not contradictory. 

Now, with respect to the suitability provision, it has been much 
discussed already at this hearing, and the concern that has been 
expressed, and it is one that I share, is that it introduces a new 
risk into the banking business; the risk that the bank is 

Mr. Leach. Do you object to the current OCC guidelines in this 
area? 

Mr. Brickell. No, sir. 

Mr. Leach. You support them? 

Mr. Brickell. The current OCC guidelines, just to clarify 

Mr. Leach. Is there anything in our bill that is opposed to them? 
Let me just tell you, the use of the word "suitability" could not 
have been more modestly projected in this bill. I mean, you are 
reading into this far more than anyone I know has read into it. 

We Rst — I mean, to cite page 6 of the bill, it says, "The appro- 
priate Federal regulatory agencies shall," not the U.S. Congress, 
not a subcommittee of the U.S. Congress, not a committee of the 
U.S. Congress, "the appropriate Federal regulatory agencies shall 
jointly establish principles and standards relating to capital, ac- 
counting, disclosure, suitability, or other appropriate regulatory ac- 
tions for the supervision of financial institutions." 

I think what the OCC has done is very reasonable and makes 
sense. There is nothing in this that is contradictory to the OCC. 
There is nothing in this bill that says, as you say, and I want to 
read your words, not my words, "Mr. Brickell expressed concern 
that banks could become liable for every derivatives contract that 
loses money." 

That is a very powerful statement, and one that is false. And if 
you are going to be a constructive engager in making recommenda- 
tions to this Congress that carry weight, I would recommend that 
you state valid observations. That is an invalid observation. 

Mr. Brickell. May I respond? 

Mr. Leach. Of course. 

Mr. Brickell. First of all, I think it is important to clarify that 
the OCC's appropriateness test is, in their own words, specuically 
not a suitability standard. They clarified that in the question and 
answer release that they issued after they first promulgated Bank- 
ing Circular 277. It is not a suitability standard. 

And for that reason I understand the proposal in this bill to be 
different from the regulations that the Comptroller of the Currency 
has put in place. Now, the comments that I made in the American 
Banker went beyond the content of the bill and talked about the 
concept of suitability being introduced into the banker-client rela- 
tionship. And I heard your comments earlier to another witness 
suggesting that you wanted comments directed specifically at the 
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Ui, and I am trying to focus my comments here today on the biD 



* But with renect to suitability standards introduced into tiie 

K banker-dient raatkmship, it is not dear to me, and it is true of 

adier a^>ects of this bill as well, whv you would limit the i^iplica- 

' tioii, loocally, why one would limit the application of sodi a stand- 

K aid to oerivatives activities. Why would not other 

I Ifr. LSAGH. Ton are again presentinga straw man. Tou are sa^ 

r hag why have a bill about derivatives. The point is all other activi- 

f tiea of the bank are covered by very mpropriate kinds of rules and 

: irgnlations of an historical nature. This particular activity is (rf* a 

de novo basis in terms of some of it has been around for several 

decades, but in terms of the size of the market, in terms of the 

mamitnde, it is really a rather new phenomenon. 

Tiiat is the reason why there is a focus on the subject of deriva- 
tives. It is also a reason why we have taken into enormous, and 
I mean enormous, consideration your bank's report This goes be- 
yond your bank's report somewhat, but in going beyond your bank's 
report, it goes beyond it as recommended l^ major regulators of the 
U3S. Government, with almost no exception. 

Every aq>ect of this bill is recommended in one form or another 
by J.P. Morgan, the Securities and Exchange Commission, the 
n)IC, the Federal Reserve Board of the United States. Now, the 
only question is whether it should be legislated, whidi is a very dif- 
ferent question. 

Now, there is also a question that Mr. Logan raises and one I 
think has some fieumess. Why do you apply it exclusively to banks? 
Our original bill did not, as you may know. And I, personally, be- 
lieve there oug^t to be cross-industry standards, and that only 
through legislation can you get them. That is something every 
bank oudit to think about very seriously. 

One of the odd makeups of the U.S. Concress is we divide by 
areas of jurisdiction. I would have preferred tnis bill to include the 
panoply of all American industry. That would be my very strong 
preference. 

Now, the hope is that if we do it in our jurisdiction, we will put 
some precedent, some pressure on other committees of otlier juris- 
diction to widen it and it will have the effect one wantd to have. 

But I would stress in terms of the content of this bill, it gives 
to the regulators the authority to define. And again, I come nack 
to your concerns that Congress will do something that is not in this 
statute, and that the precept of Congress acting might cause some- 
thing further down the road. But as far as what is in the statute, 
I don't see many devastating criticisms other than critidsms that 
come from J.P. Morgan that relate to drcumstances that are not 
in this bill. 

Mr. Brickell. Perhaps I could respond to that. 

Mr. Leach. Perhaps. 

Mr. Brickell. There are parts of the bill which do qiore than 
give regulators latitude and which do create new burden^ that are 
mandated, that are required by law. The treatment of directors is 
an example of that kind of a provision. I believe it is called in the 
bill requirements for directors, and that there is a requirement in 
the bill that specifies that in order to participate in tliis business 
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as a dealer or an active end user, a financial institution must have 
a sufficient number of directors with a sufficient knowledge of 
derivatives. 

Mr. Leach. So J.P. Morgan wants unknowledgeable people to 
run derivatives activities? I think that makes sense. That is the 
way I would conclude 

Mr. Brickell. That is certainly not my opinion, and I don't want 
to leave that impression. The objection is this. The bill's creation 
of a Federal law of governance for derivatives activities singles out 
derivatives for regulation that has never applied to other equally 
important and equally risky business decisions by financial institu- 
tions. 

There is already a good deal of corporate governance in law with 
respect to activities of these firms, under State corporate law and 
under Federal securities laws. But it is not clear to me there is a 
need to single out derivatives with a requirement for a certain type 
of knowledge on the board. And I worry that this could, again, have 
an unintended but opposite effect. 

Mr. Leach. What could be other ways of dealing with the issue? 
Let me tell you a story. Five or six years ago, a very sophisticated 
member of the savings and loan industry came to me with a provi- 
sion he wanted put in statute. His provision was that all directors 
of all federally insured institutions would have to take a test every 
2 years on risk management, which I thought was a very interest- 
ing proposal, and I said I doubted you would get too many people 
to serve on its boards. And I changed it and said that maybe the 
appropriate regulators ought to give courses in risk management 
for board of directors and top corporate officers to take, and we 
have that course. It is in place at the Fed and elsewhere. 

And that is another way of dealing with the issue. There are lots 
of ways to skin a cat here. And I think we can take that into con- 
sideration. I don't think it is the most serious issue under review. 
One could deal with it in different ways. 

Mr. Brickell. I think that way of dealing with it has been a 
very successful one. It is one that the swap dealers and as you 
point out, the authors, and there are many, of the Group of Thirty 
report have tried hard to advance. The way to solve these problems 
is through education. And when you do that, you are teaching 
about more than derivatives. You are teaching about financial risk. 
And I think that is where the big concern is. That is what the Con- 
gress and all of us are apprehensive about. It is not the risk arising 
in a particular form. These transactions 

Mr. Leach. It is new and it is off balance sheet and there are 
various thines that regulators have to take into consideration that 
are of a totally different dimension. Your bank has led in suggest- 
ing that. 

Chairman Neal. Let me go now to Mr. Hinchey for questions. 

Mr. Hinchey. Thank you, Mr. Chairman. That was a very fas- 
cinating discussion. I would like to ask a very simple question. De- 
rivatives have been around for some length of time. Mr. Logan, you 
mentioned you have been dealing with them, I think you said, for 
13 years. 

Mr. Logan. I did my first swap in 1981. 
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Mr. HiNCHEY. They are relatively new to some of us, relatively 
new. Nevertheless, this is an area that is growing, seemingly, rath- 
er rapidly. Certainly, a great deal of attention is being paid to it 
I just wonder if you can tell me in your experience what is driving 
the direction in which this market is taking and what future do 
you see it taking, and over the course of the next couple of years. 

Mr. Logan. In terms of what is driving the market, the innova- 
tiveness of Wall Street is no doubt a factor in all of that But it 
is the growing perception, I think, on the part of end users, banks 
like myself, that we need these instruments in order to better man- 
age our risks. The example I gave of making roughly a half a bil- 
lion dollars of fixed rate loans over the past year, while taking vir- 
tually zero-fixed rate deposits, simply because that is what our cus- 
tomers wanted, they wanted fixed rate loans, they wanted floating 
rate, short-term deposits. 

Heretofore, in past years that would have left us with all of that 
risk unleveraged on our balance sheet. We now have the option of 
Uie derivatives market. In order to lay off that risk, let these guys 
worry about it by doing a contract or a financial contract with 
them, and thereby inuring ourselves from the risk that today or to- 
morrow interest rates could eo through the roof or the dollar could 
fall or rise or whatever. We aon't have to wony about those things. 
We can get on with our lifeblood business, which is taking deposits 
and making loans. 

That is uie main reason why the market has grown as rapidly 
as it has. We would not have to use the swaps market. We could 
do the same by going to the capital markets and raising money 
long term, but at a much greater expense. And I would assert that 
a small community bank doesn't even have that option open to 
them because tJiere is no market for a small bank's long-term fixed 
rate debt. 

Mr. HiNCHEY. Mr. Brickell. 

Mr. Brickell. I echo the comments Mr. Logan has made and I 
am glad that the products that we are creating and providing are 
as helpfiil as they have been to financial institutions. I think they 
serve a useful purpose. And I don't want to see legislation that 
makes them less widely available or more costly to use. 

Mr. HiNCHEY. And in terms of the nature of the direction, or the 
increase, rather, is it going to be more in swaps? Is it going to be 
more in futures? 

Mr. Logan. The greatest growth in the last several years has 
been in the options-related products. Things like interest rate floors 
and caps are the things that are growing the most rapidly, slightly 
different than a swap or a different effect than a swap, and based 
on more complex hedging models than a swap, but again, an area 
Uiat end users like our banks are perceiving great interest. 

If we perceive, for example, that the falling interest rates over 
the next year represents a danger to us at, say, 5 or 4 percent, we 
can approach a dealer and buy a floor which will pay off for us 
when LIBOR reaches 5 percent or lower, and reaches an effective 
hedge aepinst that reality. 

.^xer having bought that floor, we can forget about it, it is no 
longer a threat to us, and get on again with our lifeblood business 
of taking deposits and making loans. 
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Mr. HiNCHEY. Thank you. 

Chairman Neal. Thank you, sir. Mr. Lazio. 

Mr. Lazio. Thank you very much, Mr. Chairman. My friend from 
Iowa is in rare form today. 

Good afternoon. I wonder if we can talk a little bit about compar- 
ing the investment quality of derivatives and assets that are held 
by the remainder of the bank's loan portfolio, because there has 
been some suggestion earlier by Mr. Schumer and perhaps by 
others that somehow it is a speculative feature to the use of deriva- 
tives in a bank's portfolio. 

Mr. Logan. That is a very good question. Ninety-five percent of 
the securities portfolio of my bank is invested in instruments of the 
U.S. Government or a Federal agency thereof, and we deem those 
to be without any credit risk whatsoever. 

When we approach the derivatives market, that is not the case; 
there is no guarantor there. So that imposes the obligation on us 
to look to that coimterpart, do a credit analysis of the counterpart 
to those trades, as if we were lending the money, if you like, out- 
right making them a loan, and going through the processes of 
board approval, of measurement devices, of what-if analysis, and 
putting that all down on a piece of paper, getting the board ap- 
proval before doing a trade with the counterpart. 

Again, that is one of the things that concerns me if this bill or 
any legislation should make it more difficult for a bank dealer like 
Mr. Brickell's bank to deal in this marketplace; they are the best 
credits available to us in the market. He represents a bank that 
is one of the few in the world that carries a triple A rating. 

We would prefer to do a transaction with him rather than with 
a foreim bank that we don't know as well or perhaps with a 
nonbank American corporation, or even partnership that publishes 
no earnings statement. That is very difficult to get a current finan- 
cial statement on. We would prefer to deal with a bank. 

And one other thing, one other point. If you impose this suit- 
abilitv standard only on the bank dealers; that is, the suitability 
standard that they have to make a determination that we have 
eone through all of these things and gotten board approval and 
have policies, and so forth, and so forth, this is where I think the 
risk comes to the dealers, that they are now at a competitive dis- 
advantage to the nonbank dealers in the marketplace. 

Mr. Brickell. If I could add to that, I read with great fascina- 
tion the GAO Report on derivatives. It contained a great deal of 
useful information, some of which was brand new, and I rec- 
ommend it as reading to everyone here. We had some differences 
of view about the quality or the merits of the conclusions that were 
drawn from that data, but some of the data goes right to the ques- 
tion you are asking, the quality of the credit risk. 

The GAO Report shows on page 55 a nice bar chart that indi- 
cates that the quantity of the credit risk from derivatives is far 
smaller than the quantity of credit risk from loan contracts, and, 
of course, there are other kinds of credit risks the bank takes on 
in addition to loans, letters of credit, guarantees, so that chart 
tends to overstate the relative size of credit risk that comes from 
derivatives. 
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With respect to quality, the report said the derivatives portfolios 
are very high quality and that 97.5 percent of the derivatives that 
Uiev identified were investment grade counterparties. That is a far 
higher average credit quality than one would find in bank loan 
portfolios. It nas been borne out by the quality of credit perform- 
ance of the portfolios. 

We did a survey a couple of years ago which indicated in the last 
decade credit loss from swaps nad amounted to roughly one-twenti- 
etii tihe rate of loss that we had sustained on bank loans at FDIC- 
insured banks. So if you were looking to take the risky activity out 
of the banks, you probably wouldn't start with the derivatives 
business. 

Mr. Lazio. Your bank uses derivatives as currency swaps to help 
provide more attractive rates for companies that are end users, 
that are seeking either equity or debt in the foreign markets. Could 
you explain how your company internally is organized to monitor 
the balance of your portfolio with respect to derivatives? 

Mr. Brickell. Yes. And I am happy to do that. You make the 

Eoint that we talk here about the ways that swaps benefit our loan 
usinesses. It is certainly true for the money center banks and the 
banks that have become involved in securities activities, that they 
have also helped us develop our underwriting businesses, and the 
currency swap would be used to help a U.S. borrower raise, for ex- 
ample, funds in the Swiss capital market and swap that Swiss 
franc bond back into the U.S. dollars that he prefers to have and 
should more safely have has a debt liability. But we keep track of 
the market risk in that portfolio of transactions together with the 
market risks from the other banking activities that we conduct. 

We start aggregating the interest rate risk from exposure to U.S. 
dollar interest rates in swaps, bank loans, government bond hold- 
ings, and all the activities we conduct that include interest rate 
ri^s, and we aggregate across the firm and across all products. 

What we found within the bank is while you might start focusing 
on the risks within derivatives you quickly broaden your horizons 
to the risks of all the transactions you are engaged in that contain 
the same risks. And as you do that and as you apply the risk prin- 
ciples that we use in the bank and that were outlined in the Group 
of Thirty report you end up with a stronger banking institution. 
That is what Fed Governor Phillips said. 

In short, as firms come in contact with derivatives they have bet- 
ter management techniques, and that is one of the least understood 
benefits of the activity. 

Mr. Lazio. Thank you, Mr. Chairman. Thank you very much. 

Chairman Neal. If I may ask you, what about this^ne of the 
General Accounting Office conclusions that says, ''Derivative obli- 

Sitions could turn a panic in one market into a global crisis beyond 
e ability of regulators to control"? 

Mr. Logan. I deem that extremely exceedingly unlikely, espe- 
cially in view of some of the steps that have been taken within flie 
industry to mitigate these risk factors in the marketplace. Concepts 
such as bilateral netting, whereby two counterparties that have 
multiple transactions can treat them all as one from a credit risk 
point of view, and collateralization of net risk back and forth, are 
now becoming very common. 
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Mr. Brickell. I share Mr. Logan's view. It is not only unlikely, 
derivatives make it less likely that a shock at one part of the sys- 
tem will cause a disaster. People talk about this problem or con- 
cern and they talk about a linkage between different sectors of the 
market. 

Let me give you an example of swaps linking capital market seg- 
ments. For years, thrift institutions made mortgage loans that give 
the borrower the option to prepay the loan if he chooses to. Ttiat 
exposes the thrift to the risk that interest rates will fall and he will 
lose the high yielding asset. It is a good thing, of course, to provide 
that option to the homeowner. Nobody ar^es about that. But there 
has been interest rate volatility risk bottled up in the thrift sector 
for a long time. 

At the same time, corporations have issued bonds which give the 
corporation the right to call the bond if interest rates fall. A swap 
dealer comes on the scene, looks at these two segments and activity 
in the capital market and says, well, the corporations benefit if in- 
terest rates are volatile. The thrifts are harmed if interest rates are 
volatile. Let's invent swap options which will enable us to buy a 
swap option from the corporate, sell it to the thrift, link the two 
segments through the bank, but reduce the concentrations of risk 
that exist in those segments. 

Now, when interest rates are volatile, the thrifts are less likely 
to find themselves disrupted. That is what linking capital markets 
does. It redistributes risks from those least able to bear them to 
those who are most willing and most able to take them on, and I 
think it strengthens the system. 

Chairman Neal. I do, too. In that example, and, in fact, in most 
examples that I have seen, it seems to me that derivatives are a 
new, creative way to hedge against risk. Now, most of the criticism 
that I see and most of the fear that is generated by this subiect 
has to do with financial institutions with insured deposits tramnff 
for their own account, taking big risk, leveraging risk. TTie di^ 
ference comes, as one of the regulators points out, where you take 
a risk when you buy a Treasury instrument, but your risk is lim- 
ited by the denomination of that instrument. 

You can leverage that much further in this by using derivatives 
or other instruments. That is where the worry comes. What would 
you say about that? 

Mr. Brickell. Well, leverage, of course, is not a new element in 
finance. It is a basic aspect of financial activity. We leverage every 
time we make a bank loan, every time you or I take out a mort- 
gage. There is leverage of the same kind, exactly the same kind in 
these activities. 

Chairman Neal. It is the same kind, but a different magnitude. 

Mr. Brickell. I think we should consider the possibility that the 
magnitudes are also the same. A bank that wants to hold a port- 
folio of Treasuries and take the interest rate risk that comes from 
holding it can buy the Treasuries and come to my bank and say, 
would you lend me money to finance my Treasury holdings, repur- 
chase agreement, widely used form of borrowing to support or to 
finance Treasury positions. 

There is leverage in every repo. There is leverage every time we 
lend money against a bond portfolio. 
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Chairman Neal. Aren't there also— there are limits to the lever- 
age because of capital requirements. 

Mr. Brickell. There are limits to leverage because we care 
about the ability of the borrower to pay us back. We won't lend him 
more money against those bonds than — we won't let him build up 
a bigger portfolio of bonds than the one he could pay us back for 
the l^ses on. We look at his capital, how much interest rate risk 
can he sustain, can he support. 

And if he comes to us and says, I would like to buy 1 billion dol- 
lars' worth of Treasuries and get all the financing I can from you, 
we make a credit decision. If he comes and says I would like to 
enter into a $1 billion-dollar interest rate swap, we look at his cap- 
ital and make exactly the same decision. And if it were any easier 
for that borrower to use a swap to create the leverage than it is 
to use the cash market, then do it by swaps. We quickly find the 
two activities driven back into line with eacn other. 

Chairman Neal. What about the situation of the bank trading 
for its own account? 

Mr. Brickell. As you have said vourself, there is risk in all 
banking activities, there is risk in bank loans, there is risk in 
Treasury portfolios. How long has it been that banks have held 
portfolios in government securities, which some people now call 
proprietary trading? 

In the 1860's, nationally chartered banks were created expressly 
fbr the purpose of purchasing the debt of the U.S. Government. For 
130 years they have had these securities on their books, and if we 
want to say now they shouldn't do it, that they shouldn't have pro- 
prietary portfolios, that is a big decision. 

Chairman Neal. The question has to do not with the type of 
transaction, but the magnitude of it. Maybe I am wrong, but it is 
my impression that now banks can leverage their positions quite 
substantially beyond what they could do when they just held a 
portfolio of Treasuries. Is that not correct? 

Mr. Brickell. I am glad vou asked the question because there 
if, in fact, not much use of derivatives in proprietary trading. The 
b^est sinde asset in proprietary trading portfolios is debt of gov- 
ernment debtors. I suppose Mr. Logan would bear that out. 

Chairman Neal. So what about those instances where there is 
the use of derivatives in proprietary trading? 

Mr. Brickell. The risks are the same risks. And I don't 
understand 

Chairman Neal. Isn't the magnitude greater? It is not greater? 

Mr. Logan. I understand, if I may, your concern, Mr. Chairman. 
A bank is constrained, obviously, for on balance sheet risk by the 
amount of money they have to spend on bonds or whatever. And 
your concern is that with the derivative, no money changes hands 
up front, that there is g^eat leverage using derivatives 
transactions. 

My comment is that although that is possible, that is not a 
present risk in the banking system. I don't know how I could tell 
you how reluctant, how concerned my board of directors is every 
time the word "derivatives" is mentioned. We come to the use of 
derivatives exceedinglv reluctantly, let me say, only as the last re- 
sort to balance our risks. 
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And I think our bank is typical of most banks throu^iout ckt 
country. Within community banks there is so much fear cfdem^ 
lives right now given the recent publicity and the regulatory ifww 
that it amounts to paranoia. Banks that should be wnng derh*- 
lives are not. Banks that would benefit by the use of der iv a ti fcs 
are avoiding them because it has come to seem that there is 
Ihing wrong with them. 

Chairman Nkal. To use them for hedging purposes, yoo 

Mr. LooAN. Absolutely. 

Chairman Nkai.. Again, that is not what I am talking about with 
this question. And I agree with you, by the way. I have no argk 
ment with anything you just said. The question has to do widi 
leverage. What you are saying is, yes, it could be a problem, bat 
it is not. 

Mr. LooAN. Right. 

Chairman Nkal. You don't deny there could be a problem. 

Mr. Lo(MN. It could bo a prohlom. 




Chairman NkaIi. And you say the same thing, Mr. Brickell? 
Mr. BRirKKLh. I see il slightly difTerently. Let's talk only 
ierivatives added to your portrolio to increase risk in the same way 



^hat we can talk only about securities added to your i>ortfolio to se- 
mre risk. There is a limit on both of those risK taking activitief. 
[ wouldn't lend money to nnanco a bond portfolio that was larger 
;han 

Chairman Nkai.. But I am talking about for your own account, 
low. 

Mr. hnicKVAAj. How much risk would we take for our own sc^ 
;ount? Our ability to take on risk is governed not only bv nine 
itrict internal limits we have at the bank, and we are careful about 
;his, as you know, but it is also controlled by the willingness of 
counterparties to enter into derivatives contracts 

Chairman Neal. This is all reflected in your rating^, correct? 

Mr. Brickki.l. Yes. We are cautious with our own internal stand- 
ards. We have the regulators looking over our shoulder to make 
lure that they also a^ee that we are Being prudent in our risk tidi- 
ng. But we are also limited by the willingness of counterparties to 
vrite swaps and other derivatives with us. 

If they think that the swap gives us too much exposure to inter- 
est rate risk or currency risk, they won't enter into it, because th^ 
vant to be sure that we meet our obligations under that contract 

Chairman Neal. There are some market pressures, and I guesi 
hey exist 

Mr. Brickkll. Immense market pressures. Here is another place 
hose pressures show up. Look at the nature of the separately cap- 
talized affiliates that broker-dealers have established for their de- 
ivatives business. Many of those firms were created to attain tri- 
)le A credit ratings so that today you have more triple A swap 
lealers than there are triple A banks or triple A broker-dealers in 
his country. Tremendous market discipline. And that shows up in 
ill aspects of the activity. 

We don't want to see any of that reduced by legislation. I have 
alked about some ways that might happen. 

Chairman Nkal. The worry, you know, all of this, from the per- 
pective of members of the subcommittee, is the unpleasant experi* 
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ence, I said before, of the savings and loan industry. There were 
good arguments for savings and loans trading in junk bonds. And 
a number — ^and, by the way, of taking deposits and making loans, 
many of the areas where they ended up getting in a lot of trouble. 

I uiink the worry is we don't understand this in enough detail 
to know that we are not missing something, that there is some- 
thing going on here that we may not see clearly enough now, and 
that that is going to bite us, turn aroimd and bite us sometime in 
the future. That is the worry. 

Mr. Brickell. There are clearly risks in the activity. We are well 
aware of them and we study them hard ourselves, because if some- 
thing goes wrong we are the first people who get hurt. So we try 
to b e 

Chairman Neal. That argument isn't quite powerful enough be- 
cause the savings and loan people would have told you the same 
thing. We study it carefully, we are the ones who are going to be 
put out of business first. But in the end, that wasnt powerful 
enough to save that industry. 

Mr. Brickell. I understand the source of concern. We are happy 
to — ^we have worked with the regulators quite closely for 10 vears 
to make sure that from their point of view we were doing things 
that were appropriate. We have been to the Confess four times to 
get legislation to make the business safer. And we are happy to 
continue that dialog and try to frame actions that will, in fact, 
make it a better activity. 

Chairman Neal. There is no one else here. Let me just try one 
more time on the objections to the legislation. The legislation 
doesn't require that the regulators do anything that they are not 
essentially doing already. So you could argue that two ways. You 
could say, well, it is not needed. You could also say that it ex- 

Eresses the concern of Congress that this sort of activity ought to 
e done by the regulators, even a new regulator that appears in the 
future that may not think so. 

So what is wrong with the legislation? Tell me again. You have 
said it several times and I am sorry to ask you to repeat yourself, 
but if it doesn't require the regulators to do anything they are not 
now doing, what is the problem? 

Mr. Brickell. It does require the regulators to do things they 
are not now doing. It does create new requirements. 

Chairman Neal. By the way, I think we have heard enough 
today to raise veiy serious concerns about the suitability require- 
ment. Let's sort of leave that out of the picture for the time being. 
I have a feeling that that will be removed no matter what happens. 

Mr. Brickell. That is the first one. The second one is the cre- 
ation of new liabilities for directors, the requirement there be some 
directors with specialized knowledge of derivatives on the board. If 
something |foes wrong in the institution in the derivatives activity 
or, indeed, if something goes wrong anywhere in the firm, those di- 
rectors would be subjected to potentially greater liability than th^ 
would have been in the absence of this statute. 

Chairman Neal. Have you covered all this in your written 
statement? 

Mr. Brickell. I have. And briefly, there are some technical prob- 
lems, some changes in the insolvency provisions. Back in 1991, Uie 
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Congress and FDICIA made it clear the netting provisions of swap 
contracts would be enforced. Now, in this bill in 1994, you raise 
questions about the enforceability of some of those provisions. 
Again, that is a new requirement and another flaw we see in the 
legislation. 

But finally, and perhaps most important, by passing a bill, by^ re- 
porting a bill out of the subcommittee that addresses derivatives 
and derivatives alone, it seems to me you are sending a signal that 
you think something is wrong with tnis activity and the way that 
it is regulated. We see things very differently. I think the regu- 
lators and the administration see things differently. And we think 
that the legislation should reflect the fact that 

Chairman Neal. None of them made that particular complaint, 
that it would be perceived as if something was wrong. I think it 
is already perceived that there is something wrong. Fortune maga- 
zine had an article, you probably saw it, a picture of an alligator, 
and the implication was that these derivatives were eating up the 
financial markets, in some way destroying financial markets, as 
you say, other front page stories in news magazines, newspapers, 
and so on. 

I think passing legislation might be read another way. It mig^t 
be read that finally things are going to be put in order, whether 
anything happens or not. 

Mr. Brickell. It may not be necessary to pass legislation to ap- 
pease the journalists. This month's issue of Fortune magazine says 
derivatives are here to stay and that any corporation that doesn't 
learn how to use them is going to be at a competitive disadvantage. 
I think that is a good message for people to understand. 

When Mr. Logan says that people in his firm had concerns about 
derivatives and this makes them more reluctant to use these help- 
fiil, constructive tools, that is a bad outcome. 

Chairman Neal. Again, though, what has made them less likely 
to use these instruments? Has it been something Congress has 
done? Has it been something the regulators have done? Or has it 
been all these news articles that have made it appear there is 
something terrible going on? Plus the widespread reports of a few 
people who did, in fact, lose some money. 

Mr. Logan. The latter, certainly, has been the major cause of Uie 
concern. 

Chairman Neal. So I just think that on this point, that legisla- 
tion could be read both ways. It might be read as something very 
positive, something that would indicate that these are being viewed 
more seriously, and that maybe things are in decent shape. I don't 
think entirely because of legislation, but I think legislation, deposit 
insurance, and so on, the regulatory structure, has enhanced the 
credibility of banks. 

So there is certainly a historical argument to be made for legisla- 
tion helping rather than hurting, if the legislation itself wasn't pu- 
nitive or wasn't harmful in some way. Ajid you mentioned three 
ways where it could be. Those seem — I think that is constructive 
criticism. We have asked the regulators to give us their construc- 
tive criticism. You have in your statements. If you have further 
comments, we would welcome it. 
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- And, certainly, I want to tell you that I certainly don't want to 
ind I don't thmk— it is not mv sense from members of the sub- 
■ommittee that they want to do something that is going to stifle 
this very creative financial marketplace that we have in this 
immtry. 

I An ii£^t Thank you all very mudi for being with us today. We 
^appreciate your help. The subcommittee stands a4]0umed. 
[Whereupon, at 125 p.m., the hearing was aciljoumed.] 
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STATEMENT OF THE HON. JAMI8 A. LEACH 

SUBCOMMrmx hearing on DERIVATIVES 

JULY 12, 1994 

Reported Iomm due to dttivativei condxiue to mount wMle ngulataiy oonceai, while varied, 
ippeir to lag behind eflbrti to ooDttnin luch lotiei. Given thit drcumftinoe, one can not he^ but 
propound the conchision that induitry self-regalation hat not been wholly effectual* even amoogM die 
most aopbiiticated playete. Therafon, Congraas and regulaton have an obligation to take eacceediflgly 
uriouily Ifaeir mandate to promulgate ftandarda and regulationB to patrol the maxkeli for which they are 
aocottotable. 

Recent developmenta include the inAiaion of capital by BankAmeriea Corp. into two of ita mooey- 
market ftinda to make up for loeiea on ceitain derivativea aold. A nah of money ftinda around the 
country are quietly being bailed out of derivativea loaaea. But the BankAmeriea flmda have received the 
largeat reported caahinfUaionaoftr of $67.9 million dollara overall. IfBaokAmeficahadallowadihe 
funda to "break dw buck,* the $600 billion dollar money fond induatry wouM have roiled under 
unprecedented loaaea of principal to aharaholden. 

Aa a reault derivativea loaaea at BankAmerioa and othv mooey market ftmda, the ratingi agenoy of 
Standard and Poora joined rogulaton in critidxiog money market funda for engaging in derivativei 
activitiea diat are too riaky. SftP put Bank of America on credit watch and ahaiply downgraded 
Wilmington Truat Corp. money ftind becauae of inveatmenta in derivadvea. SftP eathnated (hat aa of 
May, up to $10 billion of the aaaeta in taxable money market fonda woe in typea of derivativea too riaky 
fortheftuida. 

Other loaaea tiut have been reported ahice the June 23 hearing on derivativea indude thoae of 
Hairia Tiuat and Savinga Bank who auffiared $33 million in loaaaa due to invaatmenia in rkky derivativea. 
In addition, The Viigiida Redremem Syatem recandy revealed that ita receatly-diamantled derivativea 
program coat the fond about $66 million, and the Florida atate Treaaurar annminced that hia inveatmenta 
plunged about $175 million in 1994, due in part to faltering derivativea. 

Carefol examination of dieae and odicr aignificant eventi reveal that auch loaaea have been Buffered 
by both aophiaticated and leaa aophiaticatad playera, with die miuority being Incurred by the more 
aophiaticated playera. 

Ccoaequendy, regulatory effbrta have feUowed theae loaaea. The SEC haa raoeotly directed moaey 
marint mutual fonda to rid diemaelvea of aeveral of the riakieat typea of derivativea, and ia curraotly 
"Touting with aix of the natioa'a biggeat aecuritiea fhrna in an cffbrt to aet vohmtary ataodarda on 
derivativea. It haa alao been reported that the SEC ia oonaiderisg aaking Congreaa for legialatioii 
audiorizing the SEC to require fond repoita more ftequeody. In addition, the Office of Federal Houaiqg 
Bnteipriae Overught haa recently commenced an examination targeting the derivativea aodvitiea of both 
Fannie Mae and Freddie Mac. 

Such actiona would appear to be appropriate. To the eictent diet derivadvea legialadon uttroduoed 
tfaua far haa provoked bodi regulatory and mduatry action, one can auggeat that a miyor goal of the 
legialadon haa partly been nadhed. 
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HJl 4SQ3 nflecli ifaopfailoiophy thit thenibject of derivttivM is one of ifae moft importtnt 
nbjMli Mora thii Commtoe t> dctt^ tnd tint ihe best mfdiod ibr effiBctuatiQB derivaiivei 
ovcnisht 11 10 iMve the deliils 17 to lbs expertt in the rogulctoiy oommuiiity. Thii do«i not maiii, 
howmrv, tiiat l^giiUtton do not hivo the reqxmiibUity to let fbftfa t gnenl flnmewock of coDficnia with 
tiM ttfl dwua i i dim tiiet tiie eROCotKre hnnoh lad the Fedenl Rieerve imift be held icoountible ibr 
fiipoiiiibkovetiiilitoflheffaiaiidelinirketi. Vhnially eUofthepiovitiooicoatiiiiedhitiielegiflition 
1 by the fmuliton tad die ibduitiy. 



Af the debrte legiidiog derivetbet regulition pzoceedi, certain mytfai iboot H.R. 4503 hive been 
pcopegtted. For eKmple: 

1) MYTH: Hie legiilition would require die fbdenl igendei to eitibUih unneoemry end powibly 
c oirflt rt in g princ^lei ind itudixdi. FACT: The Illation would do 00 nich thing, as it allowi die 
refnlirtofi to eMabliah only tfaoee prindplea and itaodafdi they feel are "TtTftlMin' ttd effeodve. The 
imantion of the kgiilatioa k to ooofdiaate the eetiooa of the regulator!, diereby ■v"i<»«y not pnunoting; 
coofltoiins ittttdttot* 

2) MYTH: Hie IcgiakdoB would reqoire extemive and detailed icoounting diacloeurea in call 
fcpofta. FACT: The legialation dpea gfit wt forth new requireakenn for cell reporti, but only makea 
aig gartfl M for auch diacloeurea. The mggeidoni are bued on such piopoaala aa tfaoae by the FASB and 
dwFFIBC; 

3) MYTH: The bill would hnpose a luitability standeid 00 producti that oould lead id unwairanted 
UdfMkm and application of aecuritiaB lew pt e ced enia to the darhradvea markets. FACT: The OCC hll 
alieedy iaaued t atandard related to suitability in dieir Banking Circular 277, and odiar suitability 
atandardi eotiit The legiaiatinn aUows die regulators to design any new suitability standard only u diey 
see fit; and aasumei that they will oooiider beforehand any such unwamntad oonse q uancaa; 

4) MYTH: The lagislatian oould create oompetidve inequities for the banking induatry. FACT: 
Ilie sMhon of HJt 4S03 were eatraordinarily wary of aetling specifie ragulilory standarda k order to 
aOow die regolaiors to enjoy die same flexibility to conaider such factors as compethiveoflas when aetdng 
standards as diey do wi^out die legislation; 

5) MYTH: The legialation is overi)road in its definition as it extends beyond swaps and over-th^ 
comar derivadves, and dutt *no one hw evahiated die merits of die proposed legisladon with raapeot to 
eveiytfungelse.' FACT: Tlie 900-page atiuiy prepared by minority staff to prepare fbrlagialationwaaafii 
Umited to OTC derivadves, tod ray inteodon all along hn been to consider die derivativea market as a 
whole in order to fbeter oosa-produot, cross-induitry, and cross-border standards fbr derivatives. Listing 
specific derivadves to which standards should apply would be bodi impnideot and impracdcal in diii 
rapidly ivolviag maiket 

6) MYTH The bill asks die fbderal bank regulatocB to do diet which die Presideodal Woridng 
Gkoup on Financial Maifceta hea already been aaked to do. FACT: We are not guaranteed diet the 
Woridag Group will addrasa eech ana we feel is necessary to sddress. Furthermore, the Woridng Group 
is not amwdired to receive direct input fh» die OCC and the FDIC, as is our legishoion. The OCC and 
the FDIC have exhibited invataable experdse in die area of derivatives, and thdr Input is impendve. In 
additioo, caitaindiingssuchaathedevelopmeotofcrose-induatry standards can only be done if there is a 
lagiaiadve mandate to empower die prospect. 
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In addition to regulatory atandarda^ H.R. 4503 aela fofth other nerilorioua and widdy-aupported 
suparviaoiy improvemeota, ftui&dal inititution iniotvaicy rafoima, and intanatianal ragulatoiy 
oooparation proviiiona aoi ourrantly baiag addreiaed outiide thia lagialation. 

I continue to acknowledge that derivativM are invaluable took that are being uaed prudently and 
effectively in a m^ority of drcumatanoea, and that modeat problema recjuire modeat aolutiona. Atdioagh 
more draconian laxative aohitioni have been ofifiered to date, I am committed to maiptaining a modeat 
and balanced approach to derivativea regulation. Hit 4503 waa careAiUy crafted to preaerve the 
fleadbility of regulaton, while promoting the intei^ty of both the inatimtiona under cur juriadiction and 
the financial markets in which they operate. And in a complex market which haa grown ao rapidly, only 
the moat rigoroua commitment of ragulatora and Congreaa to inatituting provident derivativea itandardi 
can deter the proapect of an overezteoded, under-regulated market And therefore^ the caae for at leaat a 
modicum of prudem regulation of the derivativea markets ihould tfaua not lightly be diamiaied. 
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Introduction 

Mr. Chainnan and members of the Subcommittee, thank you for this opportunity to testify on 
H.R. 4503, the "Derivatives Safety and Soundness Supervision Act of 1994." As supervisor of 
national banks, the Office of the Comptroller of the CXirrency (OCC) believes that the safety and 
soundness issues associated with bank use of derivatives are of great importance, and that H.R. 
4503 is a thoughtful response to these issues. 

The OCC does not believe, however, that legislation applying to national banks in the derivatives 
area is necessary at this time. As my statement will describe, we are pursuing the goals of H.R. 
4503 through numerous efforts to increase our supervision of bank derivatives activities and to 
modify the accounting and disclosure requirements applying to those activities. 

For example, the OCC has recently issued guidance to the chief executive officers of all national 
banks on risk management of financial derivatives. The guidance addresses many issues raised 
by H.R. 4503, including market risk, legal risk, and senior management supervision and board 
of director oversight to ensure derivatives activities are conducted in a safe and sound manner. 
Last September, the OCC helped to form an informal interagency task force to coordinate 
supervision of derivatives among the banking and thrift regulatory agencies, and to address, 
among other things, accounting and disclosure issues. The OCC is also participating in the Basle 
Committee on Bank Supervision's international efforts to enhance the risk-based capital standards 
applying to bank use of derivatives, and in the Working Group on Financial Markets, chaired 
by Secretary Bentsen. 

Guidance on Risk Management 

Soon after I became Comptroller, I recruited Douglas E. Harris, a Senior Attorney and 
Managing Director of J. P. Morgan and Co. with substantial expertise in the derivatives activities 
of major Wall Street securities firms and commercial banking organizations, as my Senior Policy 
Advisor. Mr. Harris, who is now the Senior Deputy Comptroller for Capital Markets, formed 
and leads the OCC's Derivatives Task Force, which has produced additions to and refinements 
of OCC policy in this area. 

One of the fu^t products of the Task Force was the OCC's Banking Circular 277 (BC 277), 
"Risk Management of Financial Derivatives," which we issued on October 27, 1993, to the chief 
executive officers of all national banks. On May 10 of this year, the OCC issued 23 pages of 
further guidance to banks in the form of commonly asked questions and our answers to them. 
The questions and answers provide additional detail on topics such as the duties of senior 
management and the board of directors for oversight of derivatives activities, monitoring the 
interconnectedness of risks, and the responsibilities of dealers toward end-users. We are also 
developing supplemental examiner guidsince and examination procedures to accompany BC 277, 
which will include detailed, comprehensive procedures for examining the derivatives activities 
of national banks. We plan to issue this guidance shortly. 
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BC 277 aad the accompanying questions and answers provide guidance on nuiny supervisory 
items that H.R. 4503 would require the banking agencies to consider implementing: 

Senior A4anc^ganen t and Board Oversight-Thc board of directors and senior management 
are responsible for ensuring that derivatives activities are safe and sound, consistent with 
the bank's overall business and risk managemem strategies, based on written policies and 
procedures, and monitored fnuperly. 

AMoaRiskAimc^gement'-Naiidoaal banks should have risk management systems that are 
appropriate to the extent and nature of their participation in the derivatives markets (e.g. , 
as a dealer or end-user) and also to the extent of those activities. Those systems should 
allow the bank to respond quickly to changes in market fiu^tors. 

Banks' systems and controls shoukl properly measure and monitor interconnected risk 
positions (i.e., risk linkages attributed to intra-market connections among rates and 
prices). Such systems and controls constitute the best defense against sizeable mdividual 
losses or significant systemic disruptions. Open and timely communications between 
' trading, <^>erating, and risk managemeitt units are also important. 

OBditRiskA4Bnfganent—NaidoiBa\ banks should have credit risk managemem policies and 
procedures guiding their derivatives activities that are similar to those required in 
traditional lending activities. Those policies should include credit limits and reporting, 
as well as a method of quantifying and responding to risk exposure on an ongoing basis. 

A bank's approving credit officers shoukl be able to identify if a proposed derivatives 
transaction is consistent with a counterparty's policies and procedures with respect to 
derivatives activities, as they are known to the bank. A customer's ability to perform its 
obligations under a derivatives transaction depends, in part, on the appropriateness of the 
transaction to the customer's fmancial situation and its business practices and objectives. 

DquuMty Risk ASanc^ganent-fiatiomi banks shoukl have effective controls over their 
liquidity exposures from derivatives activities. Those controls shoukl inchide established 
exposure limits, diversification standards, and regular and independent monitoring. 

Operahons and Systems Risk hknagement—HmtiaBal banks involved in derivatives 
activities shoukl dedk:ate the quality and quantity of fmancial, personnel, and systems 
resources appropriate to the activity and shoukl ensure that risks are managed 
independently of the business unit. 

CcpUai Adequacy-\n additkm to meeting statutory and regubuory standards, a bank's 
capital shoukl support the risk arising from its derivatives activities. 

Legfd ZssiiBf-National banks shoukl be certain that counterparties in derivatives 
transactkms have all necessary legal and regulatory authority to engage in derivatives 
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activities, and that contracts are legally enforceable. They also should be aware of the 
legal issues involved in netting arrangements. 

Where appropriate, the circular distinguishes between those requirements and standards 
applicable to dealers and those applicable to end-users. (Dealers are banks that actively provide 
liquidity to other dealers and to their customers, and end-users include banks that use derivatives 
to manage their balance sheet risks.) BC 277 sets forth best practices and safe and sound 
procedures for managing risk, and we expect all national banks-<lealers and end-users— to apply 
the guidance not only to their derivatives activities, but also to risk management generally, to 
the extent possible. 

Since issuing BC 277, we have begun to examine national banks for their compliance with its 
guidance through on-site examinations and evaluations of internal risk management processes and 
internal controls. We examine the banks with the largest volume of derivatives activities on a 
continuous basis; those banks account for 95 percent of the notional amoum of derivatives 
contracts reported by national banks. There are full-time, resident examiner staffs in each of the 
seven dealer banks and at the largest end-user banks the OCC supervises, ranging in size from 
3 to 22 examiners at the dealer banks and from 1 to 13 at the largest end-user banks. We often 
supplement those permanent staff with additional, specialized examiners during derivatives- 
related examinations. Most other end-user banks are examined once every twelve months, and 
every national bank is examined at least once every eighteen months. 

As with other banking activities, the examiners who are implementing BC 277 receive on-the-job 
training in examination of bank derivatives activities under the supervision of senior examiners. 
The OCC also provides formal instruction for its examiners. In July 1992, the OCC created the 
Capital Markets Training Program (CMTP) to provide advanced technical training for examiners 
specializing in bank capital markets activities, including derivatives activities. Currently, 81 
examiners are enrolled. In 1993, the program sponsored three seminars to address advanced 
topics related to the supervision of bank derivatives activities. CMTP participants are kept 
informed of current market topics, including derivatives topics, through their own newsletter. 
OCC examiners also receive training on bank derivatives activities through a number of 
specialized courses, many of which are conducted by the Federal Financial Institutions 
Examination Council (FFUEC), of which the OCC is a member. 

Interagency Efforts to Improve Supervision of Bank Derivatives Activities 

In addition to implementing BC 277, the OCC is participating in several domestic and 
international efforts to coordinate regulation of derivatives use. Last September, we coordinated 
the formation of an informal interagency task force of bank and thrift regulators. The task force, 
which includes staff from the OCC, the Federal Reserve Board (FRB), the Office of Thrift 
Supervision (OTS), and the Federal Deposit Insurance Corporation (FDIC), was originated to 
discuss and develop coordinated policies and procedures for the supervision of bank and thrift 
derivatives activities. The group has several goals: to share information on the extent of banks' 
involvement in derivatives activities; to enhance disclosures by banks of their derivatives 
activities; to discuss ways of achieving greater cooperation in the examination process; and to 
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review and evaluate procedures for risk valuation, pricing, and stress testing. The task force is 
also working on accounting issues. Later in my statement, I will describe some of our progress 
in those areas. 

The OCC has also participated in the Working Group on Financial Markets, chaired by Secretary 
Bentsen. The Working Group was originally established in the wake of the 1987 market crash 
to enhance the integrity, efficiency, orderliness, and competitiveness of U.S. financial markets, 
and to maintain investor confidence. The group, which includes the chairs of the Federal 
Reserve Board, the Securities and Exchange Commission, and the Commodity Futures Trading 
Commission, has resumed its regular meetings and has added derivatives, and interagency 
coordination of derivatives supervision, to its agenda. 

Capital Adequacy 

The OCC's risk-based capital requirement (12 CFR 3, Appendix A) imposes an explicit capital 
charge for the current and potential credit (counterparty) risk exposure in financial derivative 
products. This capital charge applies to interest rate and foreign exchange (FX) swaps, forward 
rate agreements, and purchased interest rate and FX options', as well as to commodity and 
equity-index swaps. In conjunction with the risk-based requirement, banks are required to 
maintain a minhnum capital leverage ratio. The leverage ratio provides a cushion against risks 
(eg:, legal and operational risks) that are difficult to quantify. 

The OCC supports and is participating in the development of comparable capital reguUtions 
among banking agencies and countries, as H.R. 4503 woukl require. Comparable standards 
would help to prevent competitive inequalities, given the truly global nature of derivatives 
markets. Hence, the (X^C has been working in conjunction with the other U.S. banking and 
thrift reguUtors and foreign banking regulators to incorporate risk arising from bank derivatives 
transactions into our capital standards. The scope of these initiatives includes assessments of 
credit risk and market risk, 

Cre(£tRisk 

The Basle Committee Proposal on Netting woukl recognize legally enforceable bilateral 
netting arrangements when computing a bank's counterparty credit risk exposure in 
derivatives. (Currently, only netting by novation^ is permitted. Although this proposal 



Exchange-traded futures contracts, which require the daily paymem of any variation in 
the market value of the contract, are not subject to the capital requirements. 

Netting is the agreed offsetting of positions or obligations by counterparties or 
partkipants in a clearing system. Netting reduces a larger number of individual positions 
or obligations to a smaller number of positions. Novation refers to the satisfaction and 
discharge of an existing contracouU obligation by the substimtion of new contracuial 
obligations. Netting by novation occurs, therefore, when the existing contracuial 
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would have the effect of reducing the capital charge for certain derivatives transactions, 
the OCC believes that the proposal will also reduce the level of settlement risk and, 
therefore, systemic risk in the derivatives markets. 

The Basle Committee released a consultative paper on this proposal in April 1993, and 
the OCC, the FRB, and the FDIC are working to implement the Basle Committee 
initiatives through the rulemaking process. The OCC and the FRB issued a notice of 
proposed rulemaking, published in the Federal Register on May 20, to seek pid>lic 
comments on this topic. The comment period ended on June 20. The OCC received 1 1 
letters commenting on the proposal. All commenters supported the proposal, although 
some suggested changes to modify or clarify certain aspects of the requirements inqx)sed 
by the rule. We will consider all the comments carefully, and we expect to issue a final 
rule by the end of this year. 



A4arketRisk 



(a) The FDICIA Section 305 Proposed would establish a system for measuring a 
bank's overall interest rate risk exposure and provide a basis for requiring capital 
for exposures that exceed a threshold level. The proposed rule would measure 
a bank's interest rate risk exposure on a portfolio basis. Derivatives exposures 
would be fully incorporated into the risk measure: to the extent that a bank's use 
of derivatives increases its interest rate risk exposure, it may be required to hokl 
additional capital agamst that exposure. 

The U.S. banking agencies issued a joint Notice of Proposed Rulemaking on this 
proposal on September 14, 1993. The comment period for the proposal closed 
on October 29, 1993. Since then, at my direction, OCC staff have been 
examining ways to enhance and improve the supervisory measurement system we 
proposed Ust £ei11. In conducting this review, our staff have drawn upon the many 
thoughtful commem letters that the agencies received, and on work done by stafEs 
at the other agencies and by academic researchers. 

As a result of this review, we are looking at ways to improve the accuracy of the 
measurement system. For example, we are considering whether we shoukl 
require some banks to report additional information on certain activities or 
portfolios. In considering these changes, we are balancing the tradeofib between 
increased complexity and reporting burden, and increased accuracy. Our got! b 
to adopt a system that provides sufficient accuracy for determining a capital 
charge, but with sufficient transparency so diat bank management can UDderstand 
and calculate its own capital requirements. 



obligation is extinguished by the subsequent new obligations. 
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(b) The Basle Committee Proposal on Market Risk for Trading Books would 
incofporaie a capital charge for the market risk of equity and debt derivatives that 
are part of a bank's tradiog activities. This charge would be in addition to the 
current risk-based capital charge for counterparty (credit) exposures. The charge 
would not be applied to derivatives held outside of trading portfolios, such as 
those used to hedge baUmce-sheet positions arising from the bank's normal lines 
of business. 

The Basle Committee issued a consultative paper on this proposal in April 1993, 
and the consultative period closed on December 31, 1993. In response to the 
comments it received, the Conunittee is examining the feasibility of allowing 
banks' internal market risk measurement models to play a greater role in 
determining the capital charge. 

Any proposal to modify the OCC's current risk-based capital guidelines that might 
result firom this consultative paper would be issued for full public comment 
through the rukmaldog process before being adopted. The OCC would carefully 
consider these comments before adopting uiy proposals. 

(c) The Basle Committee Proposd on Foreign Exchange Risk woukl introduce a 
capital charge on a bank's net open foreign currency and precious metals 
positions. Any foreign exchange or precious metal derivative instrumem woukl 
be inchided in determining a bank's net open position. This charge woukl be in 
addition to any applumble counterparty or market risk capital charges that are 
under conskleration by the Basle Committee. 

Also in April 1993, the Basle Committee issued a consultative paper on this 
proposal. The consultative period closed December 31, 1993. As with the 
market risk proposal, the OCC would seek publk: comments through the 
rulemaking process and carefully consider those conunents before adopting uiy 
change to its current risk-based capital gukklines. 



At present, our examiners collect, as part of our regular supervision of bank derivatives activity, 
infonnatioa that we require for our supervisory needs. In particular, BC 2T7 states that a 
natiooal bank's risk management procechires shoukl inchide reports to senior management and 
the board of directors that accurately preseitt the nature and level(s) of risk the bank is taking 
and document compliance with approved policies and limits. OCC examiners obtain and review 
such infiormation during the regular examinatk>n process, with the objective of focusing on the 
risks to which banks are exposed. As previously stated, there are full-time, reskient examiner 
stafft at each of the seven dealer banks and at the largest end-user banks, who continuously 
monitor the bank's risk, inchiding the risk from its derivatives activities. 
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The interagency task force I have described has identified several changes to the Call Report, 
discussed below, that would improve bank disclosures in the derivatives area. Many of those 
changes are comparable to the Call Report revisions diat H.R. 4503, Title I, Section 102 wouM 
require the banking agencies to consider. 

In December 1993, the FFEEC adopted the task force's proposal to expand regulatory reports 
to inchide information on non-performing derivatives contracts and to enhance disclosure about 
derivatives held in a trading or dealing capacity. These changes were effective in the March 31, 
1994, CaU Reports. 

In March 1994. the FFEEC approved the task force's proposal for additional Call Report 
disclosures that would provide regulators with more consistent data and improve public access 
to data on banks' derivatives activities. Hence, on March 9, the FFIEC published in the Federd 
Register a. proposal that would require banks to increase their disclosures of derivatives positions 
and revenues. The comment period for the proposal ended on May 9, and we are evaluating the 
39 comments the FFEEC has received. 

Specifically, the proposal would expand the current disclosures of notional amounts by requiring 
banks to report separately their exchange-traded and OTC derivatives transactions. Such 
information would provide additional information on new lines of business and concentrations 
in particular markets or products. The proposal would also require banks with over $100 million 
in assets to report data on the positive and negative ftiir values of outstanding derivatives 
contracts. Those data would allow analysis of gross credit risk exposures from these activities. 
In addition, in anticipation of the aforementioned possible change in the netting rules for risk- 
based capital purposes, the proposal would require a bank to report, as a single number, its net 
current credit exposure. In calculating this exposure, the proposal would recognize legally 
enforceable bilateral netting arrangements across all derivatives contracts, which would provide 
a more accurate estimate of an individual bank's credit risk. 

Also under the proposal, banks with over $100 million in assets would be required to report, as 
of March 31, 1995, additional income data related to off-balance-sheet items. Those banks 
would report the impact of off-balance-sheet items on their net interest margin and on their non- 
interest income. The new data would enable bank supervisors and the public to better analyze 
the nature of such activities and their effects on a bank's earnings. 

Like many market observers, however, the OCC believes that the public disclosures made by 
institutions engaging in derivatives activities do not give sufficient information to counterparties 
and investors about the extent of those activities and their associated risks. The OCC supports 
the accounting profession's efforts to improve disclosures for all users of derivatives, and we 
contribute to those efforts where appropriate. For example, we comment on proposals issued 
by the Financial Accounting Standards Board (FASB), and we participate in the FASB's 
Financial Instruments Task Force. 

With regard to public disclosures, we note that several major dealer and active end-user banks 
have made substantial improvements in the level and detail of their disclosure of derivatives 
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activities in their 1993 Annual Repom, and we support the banking industry's efforts to 
vohmtarily improve disclosures. 

The FASB has also proposed to increase disclosure requirements for holdings of derivative 
financial instnmienb, and the OCC supports the FASB's efforts to improve public disclosures 
in the derivatives area. The new disclosures would require all businesses and not-for-profit 
organizations to disclose on financial statemenis the amounts, nature, and terms of their 
derivative instiumenis. The proposal would also require organizations to disclose why they are 
holding or issuing the derivatives, thereby im plemen tio g several of the qualitative disclosures 
described in Section 102 of H.R. 4503. 

Enforceability 

Section 201(c) of H.R. 4503 would allow the banking agencies to treat noncompliance with die 
provisions of that subsection as an "unsafe and unsound practice in conducting the business of 
the institution involved." As noted above, BC 277 sets forth procedures for the safie and sound 
management of a bank's derivatives activities. Pursuant to 12 U.S.C. 1818, die OCC has die 
authority to take enfbrcemett action regarding any unsafe or unsound banking practice arising 
from a national bank's noncompliance with BC 277. If an examiner finds that a national bank 
is not in substantial compliance with BC 277, he or she will notify OCC management and inform 
the bank's board and senior management that we expect the bank to correct the problem. If die 
bank fidls to address the problem to our satisfaction, we may then commence an enforcement 
action requiring dK bank to take corrective action to address an unsafe or unsound practice. 

Hence, we have full enforcement authority to address noncompliance widi the guidelines when 
that noncompliance represents unsafe or unsound conduct. At the same time, guidelines are 
more flexible than reguhitions; they allow us to respond more quickly to new issues and 
concerns, and to adapt to a quickly evolving industry, while preserving the ability of banks to 
respond efficiendy and flexibly to new opportunities. 

Other Sopcrrisory Chanfes ander OCC Comideralioa 

Based on our recent examinations of national banks and discussions we have had with market 
particq»nts, it appears that, for the most part, national banks, and especially the dealer banks, 
have committed considerable technological and human resources to managing and controlling die 
risks arising from their derivatives activities. The OCC continues to have some concerns about 
these activities, however. 

First, our examiners have found that die extent of senior management and board knowledge and 
oversight of bank derivatives activities at a few national banks is not as broad as we would like. 
While senior managemem and the board of directors may rely on inside and outside professionals 
to manage dvir derivatives activities, proper knowledge and oversight on the part of senior 
managers and tbt board is a critical elemem of our guidance and of sound risk management. 
Heaoe. our exammers have informed the management at diose banks diat we expect them to 
oonect any deficiencies in this regard, and we are monitoring die actions die banks are taking 
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to ensure they correct the problems we have identified. More recently, we are finding that 
senior management and board members at many national banks are placing greater emphasis on 
receiving information about and understanding the derivatives risks at their instimtions. 

Second, we are paying particular attention to bank trading and use of certain specialized 
derivative instruments, inchiding certain types of collateralized mortgage obligations, some 
structured notes, and certain highly-leveraged over-the-counter transactions. The markets for 
such instruments tend to be less liquid, and their values more volatile when compared with "plain 
vanilla" and market-tested derivatives instruments; hence, their risks may be less readily 
understood. The OCC is examining whether further supervisory action on these instruments is 
ai^nropriate. 

Third, the proprietary trading units of some of the dealer banks actively trade cash and derivative 
instruments to establish risk positions for the bank diat are independent of the bank's customer- 
related and risk management activities. These proprietary trading units represent only a small 
portion of a bank's trading activities, and they are intended to make use of the powerful research 
capabilities and portfolio management expertise that banks have in place to serve customer needs. 
We supervise such trading operations closely to ensure that national banks operating them are 
adequately controlling the associated risks. Nevertheless, the fact that federally insured 
institutions are engaging in these activities raises certain public policy issues; and, as a result, 
the OCC is devoting further attention to this area. We do not believe, however, that requiring 
banks to confine their proprietary trading activities to separately capitalized subsidiaries would 
address these issues; and in fact, we have some concerns that doing so couki increase the risk 
these activities pose to the financial system. 



The OCC does not believe legislation applying to national banks is necessary in the derivatives 
area at this time. As my statement has described, the OCC is addressing a range of issues 
related to the regulation of derivatives use by national banks, and we will continue to strengthen 
our supervision of these activities, as appropriate. We remain conmiitted to participating in joint 
efforts to adopt and promote policies and regulations that are appropriate for these evolving 
markets. 

We believe that our policies and strategies for addressing supervisory and public policy concerns 
arising from national bank use of derivative instruments are sound and appropriate. As the OCC 
hnplements BC 277 and the pending examination guidelines, we will continue to evaluate the 
effectiveness of current policy in reaching our supervisory objectives. Should we fmd current 
measures to be inadequate, we will take further action to address any areas of concern. 
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Mr. Chaiman and Mambara of tha Subcomlttaa, I «■ pi 
hava thia opportunity to praaant tha vlawa of tha TmOm 
Znauranca Corporation (PDZC) on H.R. 4503, tha DarivaUvaa Safaty 
and foundnaaa Suparviaion Act of 1994. My taatiaony today will 
addraaa tha iaauaa that darivativaa ralaa for tha d^^oai^ inmraiioe 
fund. Zn addition, Z will ooBunant on tha propoaad legislation. 

Aa tha inaurar, tha PDZC raoognisaa that tha alsa, 
oomplaKity and dramatic growth of thia global narkat ham Ommnilmil 
inoraaaad ragulatory acrutiny and oonoarn, and I baliave ipa hava 
raapondad to thaaa challangaa Bppropriat«ly and proaptly. Tlia 
FDZC applauda tha ralaaaa of tha Ganaral Accounting Offica's 
raport on darivativaa and ia in ganaral agraamant with aany of 
tha raport 'a racomnandationa, many of which ara incorporatad in 
M.R. 4503. 

yiMAifOiAL PMivAf ivaa AMD nm PMPoaiT iMflpaxMCB aYBraii 

A darivativaa tranaaotion ia broadly dafinad aa a contract 
whoaa valua dapanda on, or darivaa froa, tha valua of an 
undar lying aaaat, rafaranoa rata, or indax. Financial 
darivativaa ara principally daaignad to tranafar prica, intaraat 
rata and othar aarkat riaka without involving tha actual holding 
or oonvayanca of balanoa ahaat aaaata or liabilitiaa. Tha uaa of 
financial darivativaa ia a natural outgrowth of tha noraal 
buainaaa activity of a financial intaraadiary. Financial 
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institutions havs traditionally accsptad and profitably aanagad 
credit, aarkst and liquidity risks — three of the principal 
risks of derivative iiistruinents — vhen in the fon of assets and 
liabilities. We want to reiterate that unbundling and 
repackaging these risks as derivatives does not necessarily 
involve the creation of new or inherently unnanageable risks. In 
various foras, insured financial institutions have been utilizing 
the derivatives narket for years. 

When used appropriately, financial derivatives can provide 
substantial funding, liquidity, and risk nanagement benefits to 
Many segsents of the domestic and intern a tlotial economies, 
including insured depository institutions. Financial derivatives 
allow participants in the financial narkets to limit or manage 
various risks, by transferring or selling these risks to other 
parties willing to assume them and presumably better able to 
■Muiage or absorb them. 

Many derivatives have the same risk characteristics inherent 
in other more traditional bank activities. To the extent that 
dealers and users understand the complexities of both individual 
instruments and the distribution of risks throughout the system, 
derivatives can bs a beneficial component of the global financial 
markets. The use of derivatives by w 11 -managed, appropriately 
capitalised institutions is within the context of normal business 
activity of such entities, and facilitates legitimate financial 
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transactions that might not b« otherviss funded. Hovsver, to the 
extent that these complexities are not well-understood or 
mismanaged, derivatives can result in losses that may take 
management and regulators by surprise. 

This potential leads to the current concern over the impact 
of derivatives on the financial system. This concern is 
appropriate, and I commend the Chairman of this Subcommittee for 
conducting, this hearing. 

Perhaps the most fundiunental purpose of bank supervision is 
to safeguard against widespread financial disruption. The 
increasing use of derivatives and the complexities involved 
require us to consider the potential impact on systemic risk. 
What do we mean by systemic risk? We can think of it as the 
potential for problems at one institution or a small set of 
institutions to trigger problems at other institutions. 

The initial problems could result from several 
possibilities: large unmatched positions, flawed models, 
inability to access markets to limit losses, or the default of a 
large participant. The initial problems could spread in two 
ways. The first is a mechanical transmission of actual credit 
losses from institution to in&titution. The second and more 
troubling potential problem involves the reactions of numerous 
market participants in the face of considerable uncertainty as to 
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thtt ijqplicatlon of initial problams. Thes« reactions could 
creata disorder and loss of liquidity in narkets. 

The Continental Illinois experience in 1984 serves as a 
\iseful example of the potential for systemic risk and the 
measures taken to combat it. What lessons can be learned from 
the Continental Illinois experience? First, even before the 
widespread use of derivatives, the financial system had 
considerable potential to transmit risks. Second, Continental is 
a good exaiq;>le of the banking regulators %rorking together to 
avoid or contain systemic risk. Third, the steps necessary to 
address a crisis may leave an undesirable aftermath, and it is 
far better to take the necessary precautions to prevent the 
crisis in the first place. 

The FDIC has a dual role during times of potential systemic 
problems. First, ve must protect the federal deposit insurance 
funds against losses. Second, ve coordinate with other financial 
regulators to stem the contagion and maintain orderly financial 
atfirkets activity and payments system integrity. With the passage 
of the Federal Deposit Insurance Corporation Improvement Act, 
Congress recognized that situations may arise in which the need 
to avoid market disruption might outweigh the narrow "least cost" 
rule. When the FDIC, the Federal Reserve and the Treasury (in 
consultation with the President) determine that such a situation 
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exists, the FDIC has the authority to act in a more flexible 
Banner. 

Another Issue with respect to deposit Insurance and 
derivatives Is how the FDIC fulfills Its obligation to protect 
the insurance funds from losses attributable to the use of 
derivatives. As many others have noted, the first line of 
defense must be the management of banks that use derivatives. 
Federal supervision of the banking system is designed to ensure 
that management is capable of understanding and controlling the 
rlskk of bank activities, including derivatives. Because the 
vast majority of the derivativeg activity In the United States 
banking system is concentrated in national bauiks or state banks 
that belong to the Federal Reserve System, the FDIC relies 
heavily on the supervisory efforts of the Comptroller of the 
Currency and the Federal Reserve to monitor and control the use 
of derivatives in federally Insured Institutions. 

It is Important to note that there are both regulatory and 
market safeguards that help to prevent a derivatives Induced 
default at a large institution. As the condition of a financial 
institution deteriorates, both market discipline and regulatory 
action serve to limit risk taking «md participation of that 
institution in the derivatives markets. As a financial 
Institution's credit-worthiness decreases, counterparties usually 
exercise market discipline by shortening the average maturity of 
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contracts they ar« willing to Miter into with tbat institution, 
reducing thsir credit lines, requiring collateral, and possibly 
eliminating new transactions with that institution. 

A number of those who have testified and written on this 
subject have stressed the desirability of industry self- 
regulation with respect to derivatives. This seeas particularly 
relevant to the deposit insurance system, for the insurance funds 
represent capital that banks and thrifts have put up to protect 
depositors and taxpayers. As a result, the industry has a direct 
financial interest in how the FDIC manages the risks posed by 
derivatives. I would call on the banking industry to work 
together with the regulators to ensure an approach that protects 
the insurance funds without stifling tha legitimate benefits of 
derivatives. 

mTTiTTTW imriTT HIT ffWHTimfP mnmwincm mer or x99a 

As introduced, H.R. 4503, the Derivatives Safety and 
Soundness Supervision Act of 1994, provides legislative guidance 
tempe r e d with regulatory flexibility. An important element of 
this guidance is the preservation of flexibility for the federal 
financial institutions' regulators in setting supervisory 
standards against which they can monitor and supervise financial 
derivatives activity and take appropriate enforcement action. 
The FDIC shares the concerns addressed by this proposal with 
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respect to the potential risks in derivatives activities. In 
conjunction with the other financial institution regulatory 
agencies, both domestic and international, we have already 
accomplished, proposed or initiated, many elements of this 
legislation. 

Disclosure 

The FDIC collects information on banks' derivatives 
activities in the quarterly Call Reports, vhich are publicly 
available. Banks have been reporting the notional/ contract 
amounts of derivative activities since 1990. In addition, banks 
report separate totals for interest rate and foreign exchange 
derivatives and a combined total for forwards and futures along 
with separate totals for options and swaps. Banks also report 
total derivatives-related credit exposure aggregated for all 
counterparties. Beginning with the March 1994 Call Report, banks 
over $1 billion in total assets, or over $2 billion in 
par/notional amount of off-balance sheet derivative contracts, 
now report the coiapofiitioTi of trading llAbilitieB and certain 
categories of trading account assets. In addition, delinquent 
derivative contracts are reported on a confidential basis to 
regulators. The Federal Financial Institutions Examination 
Council (FFIEC) has proposed a series of Call Report changes 
reflecting most of the items listed in Title I of the proposed 
legislation, «md continues to consider and request comment on 
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further revisions in this regard. In addition, the Financial 
Accounting Standards Board will soon issue foraal accounting 
guidance on the natter. 

The FDIC agrees that additional disclosures of aethodology, 
qualitative issues and quantitative inforaation, are desirable. 
Public disclosures for financial institutions are largely subject 
to the rtiquireoents of Generally Accepted Accounting Principles 
and the individual reguireiaentE of other regulatory agencies. 
The FDIC supports efforts to add transparency in this regard. 
The FDIC continues to work with the other financial institution 
regulators and the FASB in the design and approval of additional 
reporting and public disclosure. 

The proposed legislation has accurately identified elements 
%rhich would contribute to a acre cosprehensive financial analysis 
of institutions engaged in derivatives activity and enable a acre 
effective off -site monitoring systen of an institution's overall 
risk profile. Such efforts can enhance the efficiency of on-site 
exaainations and result in more effective supervision. 

intarMmgY Tart rgggt 

We welcoae the incliision of the FDIC in task forces and 
working groups dealing with derivatives Issues. However, ve also 
in Section 402 of H.R. 4503, that the Chalraan of the 
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2) delineation of acceptable activities within the context of the 
business strategy of the Institution; 3) necessity of strong 
Internal controls and audit programs; and, 4) requisite 
understanding of the risks of derivatives activity by the board 
and managenent of financial inBtitution participants. The FDIC 
presently has the authority to take appropriate corrective or 
enforcenent action against institutions which fail to conduct 
derivatives activities in a safe and sound manner. 

There are also significant benefits to encouraging greater 
self -regulation by the Industry. In this fast-changing market, 
the difficulty of regulating or supervising by specific product 
or business activity has become readily apparent, and is further 
complicated by the use of complex, institution-specific pricing 
and valuation models. The goals of the FDIC as insurer. may bs 
best accomplished by our working with the Industry to design 
Information reporting and risk management guidelines. 

riiMincittl Institution IngolYgncy Rgrorag 

Title III of the bill contains provisions Intended to 
clarify, the FDIC's power as receiver or conservator to transfer 
"qualified financial contracts" ("QFCs," which include 
derivatives) of a failed or falling institution to an assuming 
inMtltution. Such a transfer would normally occur as part of a 
larger "Purchase and Assuiqition Transaction," which is the 
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pref«rr«d mode of resolving a failed bank, versus a straight 
payoff of insured deposits. Such transfers would also be nade in 
the course of resolution transactions involving interim 
institutiona such as bridge banks, which are frequently used to 
resolve some of the largest failed institutions when time is 
needed to find suitable acquirers. In all cases, the transfer 
power is valuable both to facilitate continuity in the 
derivatives markets and to minimize resolutions costs in 
accordance with the existing "least-cost resolution" mandate. 

The bill's provisions on QFC transfers address two points of 
uncertainty under the current statutory scheme and are supported 
by the FDIC. First, certain language in the Federal Deposit 
Insurance Act's QFC provisions was Inadvertently omitted when the 
Financial Institutions Reform, Recovery and Enforcement Act 
(FIRREA) was enacted in 1989. While the substance of those 
missing elements can be inferred from the remaining provisions, 
additional clarity of language is desirable. Second, the netting 
provisions included in the FDIC Improvement Act of 1991 have 
caused some confusion regarding the scope of the FDIC's transfer 
and enforcement powers. The additional clarity of language in 
this regard will be helpful. 

Finally, the language of Title III requires certain 
technical changes in order to accomplish its intent. In 
cooperation with the Federal Reserve Board, the FDIC is 
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continuing to work with your staff to address these tschnic^l 
issues. We urge the SubcoBunittee to support these important 
provisions once correct technical language has bsen developed. 

GOMCLUBIOMS 

The use of financial derivatives is a natural outgrowth of 
the noraal business activity of a financial interaediary, 
allowing institutions to bstter nanage traditional financial 
risks. As with traditional banking activities, sound Banagesent 
practices, good inforaation, and coordination aaong regulators 
and the industry provide the essential safeguards against both 
individual failures and widespread financial disruption. 
Supervision by institution rather than by product or activity 
provides the most substantive protection for the deposit 
insurance funds. While continuing to rely on the supervisory 
efforts of the Federal Reserve Board and the Office of the 
Comptroller of the Currency with respect to the largest 
participants in this activity, the FDIC continues to take an 
active role not only in the supervision of end-users for which it 
is the prinary regulator, but of larger industry participants in 
the derivatives narkets, both as end-users and dealers. In 
addition, we are cosaitted to active participation in ongoing 
efforts with other banking agencies and international groups to 
provide appropriate policies, standards and guidance for this 
evolving market, and we favor the inclusion of the FDIC in any 
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interagency task force or working groups, as provided in H.R. 
4503. 

Overall, we regard H.R. 4503 as a positive contribution 
toward solidifying ongoing supervisory efforts with respect to 
derivatives activities of insured depository institutions. We 
particularly support the financial institution insolvency reform 
efforts contained in the proposal and welcome the opportunity to 
refine the proposal's language to clarify uncertainties that nay 
exist concerning the FDIC's power as receiver or conservator to 
transfer "qualified financial contracts" of a failed or failing 
institution. 

While we acknowledge that a number of the other provisions 
of H.R. 4503 can add to the framework for supervision and 
management of the rapidly growing derivatives market, we believe 
that appropriate supervision and risk control of financial 
institutions' derivatives activities can be achieved without 
additional legislation. We believe that the FDIC's current 
regulatory authority provides sufficient flexibility to allow for 
a suitable response to an unsafe and unsound situation, without 
adversely affecting the overall market for instruments which have 
a fundamental benefit for the banking industry as well as 
borrowers . 
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INTRODUCTION 

Good morning, Mr. Chairman and members of the Subcommittee. 
Thank you for inviting me to testify on behalf of the Office of 
Thrift Supervision (OTS) on H.R. 4503, the "Derivatives Safety 
and Soundness Supervision Act of 1994." 

As you know, the explosive growth of derivative financial 
instruments has drawn attention to the implications of 
derivatives for the banking system and the financial markets. 
The dialogue on these issues by public officials, private market 
participants and the press has been intensive and very healthy. 
It has helped to "demystify" the world of derivatives and to 
highlight the benefits as well as the potential risks of these 
instruments. More importantly, the dialogue has prompted 
regulators to examine these activities closely and has spurred 
dealers and end-users to initiate voluntary improvements to their 
risk management practices. 

Over the last several years, the OTS has taken an 
aggressive, proactive regulatory approach to the management and 
control of interest rate risk in the thrift institutions that we 
supervise. We believe that our interest rate risk program also 
effectively addresses many of the concerns that members of this 
Subcommittee and others have voiced in the public dialogue about 
derivatives. 

None of the savings associations supervised by OTS acts as a 
derivatives dealer. Savings associations are end-users of 
derivatives: they use these products as hedges to manage 
interest rate risk. As past history of the thrift industry 
demonstrates all too clearly, effective interest rate risk 
management is crucial to the safe and sound operation of savings 
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associations. Therefore, we do not want to discourage their 
appropriate use as vehicles for interest rate risk management. 
While I believe that legislation is not necessary at this tine, 
in general the goals of the proposed legislation are consistent 
with our own interest rate risk program. 

BBMBFITS* OF DBRIVATIVE8 

Thrifts are in the business of making residential mortgage 
loans and taking retail deposits. A primary concern of thrift 
managers is how to manage the interest rate risk generated by 
these activities. In general, financial institutions wishing to 
reduce their exposure to interest rate risk do so by altering the 
composition of their assets and liabilities. For example, an 
institution that wants to reduce its exposure to rising interest 
rates might attempt to adjust the liability side of its balance 
sheet by replacing short-term borrowings with long-term 
borrowings. Or, it might adjust the asset side of its balance 
sheet by replacing long-term fixed rate assets with shorter-term 
or variable rate assets. 

Adjusting the mix of assets and liabilities, however, can be 
a time-consuming, expensive, and cumbersome way to manage 
interest rate risk exposure and may not be practical during some 
phases of the business cycle. Alternatively, an institution can 
adjust its risk exposure — with more precision, greater 
efficiency, and often at a lower cost — by entering into 
off-balance-sheet transactions with derivatives. 

Derivatives also can enhance the ability of financial 
institutions to serve their customers' needs. For example, 
derivatives make it easier for lending institutions to offer 
borrowers the types of loans they want. The 30-year fixed-rate 
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mortgage Is a case in point. Over the last several years, many 
borrowers have preferred 30-year fixed-rate mortgages over 
15-year or adjustable-rate mortgages. However, a fixed-rate 
mortgage carries considerably greater interest rate risk, to 
lending institutions — particularly in an environment of 
increased interest rate volatility. Derivatives allow lenders to 
cope more efficiently with the risks of holding fixed-rate 
mortgages by enabling them to transfer some of the risk to 
others . 

The enormous size of the derivatives market reflects the 
broad range of applications for these products, as well as their 
acceptance by financial institutions, institutional investors, 
and corporate treasurers. It is a healthy market — a global 
market created and dominated by American financial institutions. 
And it is a clear example of how the creativity and flexibility 
of our financial system can create a new industry that is a 
vibrant part of the nation's economy. 

RISKS OF DERIVATIVES: REGULATORY ISSUES 

As with technologically advanced products in other sectors 
of the economy, the benefits that attend increased use of 
derivatives are accompanied by challenges for dealers, end-users, 
and regulators. 

Perhaps the most daunting of these challenges is coping with 
possible systemic risk — the risk that a mishap in the 
derivatives market could precipitate a major disruption of the 
financial system. A frequently mentioned worst-case scenario is 
that the default of a major derivatives dealer or counterparty 
could cause other dealers and counterparties to fail, which in 
turn could set off a chain reaction of failures throughout the 
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global financial community. As you know, central bankers, other 
regulators, and market participants are continuing their efforts 
to ensure that such scenarios remain financial fiction. 

The problem of systemic risk arises principally in 
connection with the activities of institutions that act as 
dealers in derivatives. As I mentioned at the outset, 
OTS-supervised thrifts are not derivatives dealers. Their role 
as end-users of these products presents many other regulatory 
challenges, however. Meeting these challenges is the focus of 
the OTS interest rate risk program. 

Our primary concern is that derivatives not be used by 
thrifts for speculation — a term I use here to refer to the 
practice of leveraging risk. Put simply, while derivatives offer 
new ways to reduce risk, they also offer new ways to speculate. 
Although speculators play a useful role by bearing risks that 
others are unwilling to bear, OTS does not believe that savings 
associations, whose liabilities are ultimately backed by the 
United States government, should be permitted to take excessive 
or undue risk with derivatives or any other financial instrument. 
We, therefore, have focused our supervisory attention on ensuring 
that thrift institutions make appropriate use of derivatives. 

Because derivatives are complicated instruments, 
sophisticated expertise is necessary for their appropriate use. 
Like any other financial product, derivatives may result in loss 
to the investor. Any financial instrument, from a U.S. Treasury 
bond to the most exotic derivative, can be misused. The 
potential for problems is obviously heightened if thrift managers 
lack adequate training and experience. Even a well-intentioned 
institution may use inappropriate products or inadvertently incur 
greater risk than is prudent unless it is staffed by persons with 
the necessary skill. 
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Thus It is critical that there be management understanding 
and oversight of derivatives activities that is commensurate in 
scope and complexity with the activities undertaken and the risks 
assumed. Most thrifts that use derivatives tend to use "plain 
vanilla" interest rate swaps. ArgueJDly, these are less complex 
than a 30-year fixed-rate mortgage which contains an embedded 
option that permits the homeowner to prepay the loan at any time. 
Nevertheless, the world of derivatives is relatively new and 
unfamiliar, and is constantly expanding, with new products 
appearing daily. The lexicon of derivatives is arcane, the 
theoretical foundation that underlies these products is complex, 
and the techniques that are used to measure and monitor 
derivative exposure are very sophisticated. 

Finally, without internal controls, prudent policies and 
sufficient procedures in place at the institution to effectively 
monitor, analyze and control the thrift's derivatives activities, 
losses are more likely to occur. Moreover, comprehensive 
disclosure reporting^ systems must be available to both 
institutions and regulators for collecting data and analyzing 
risks. 

OBJECTIVES OF H.R. 4503 

In H.R. 4503, you, Mr. Chairman, along with Chairman 
Gonzalez and Congressman Leach, have recognized the risks that 
are posed by the use of derivatives. H.R. 4503 presents an 
option for a comprehensive framework to address these risks. 
Among other things, the legislation would: 

o Direct regulators to establish principles and 

standards relating to capital, comprehensive risk 
management standards, regulatory exauninations, risk 
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protection and adequate management supervision and 
oversight over derivatives activities by financial 
institutions? 

o Make it an unsafe and unsound practice as a matter of 
law for an institution to engage in derivatives 
activities without an appropriate management plan and 
internal controls in place or without sufficient 
oversight by directors; 

o Permit regulators to establish a comprehensive 

disclosure reporting system providing the information 
needed to measure properly the risks associated with 
the use of derivatives by financial institutions; and 

o Require that the affected agencies undertake 

derivatives regulation as a joint or coordinated 
effort. 

We fully support each of these objectives and believe that 
we have regulations or policies in place that are designed to 
achieve similar goals. Therefore, we believe legislation is not 
necessary at this time. 

TBB OTa ZNTBRB8T RATE RISK PROGRAM 

A primary focus of OTS' efforts to monitor and supervise 
thrifts' use of derivatives is through an Interest Rate Risk 
(ZRR) program. Our goal is to determine whether an institution's 
interest rate risk management program has been effective, and how 
derivatives activity affects the institution's overall interest 
rate risk exposure. Financial derivatives — swaps, options and 
futures — are used by thrifts as interest rate risk management 
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tools. Therefore, rather than evaluating specific derivatives 
gains or losses in a vacuum, our supervisory focus has been to 
assess the use of derivatives from a more global perspective. 

o Adoption of Standards to Ensure Appropriate Use of 
Derivatives 

On August 31, 1993, OTS amended its risk-based capital 
requirements to take account of interest rate risk. Under the 
new rule, the results of the OTS interest rate risk model will be 
used to link the interest rate risk exposure of an institution to 
its regulatory capital requirements. The OTS model explicitly 
takes derivatives into account in measuring an institution's 
interest rate risk exposure. We believe that explicitly 
incorporating interest rate risk into capital requirements 
provides further incentives for savings associations to use 
derivatives to manage and reduce interest rate risk — not to 
create new risk. 

o Requirement for Adequate Management Expertise 

Since 1989, OTS has had a thrift bulletin (TB-13) in place 
that states that the board of directors is responsible for 
ensuring the prudent management of an institution's interest rate 
risk and the adoption of safe and sound management practices. It 
emphasizes the importance of having directors ensure that an 
institution's policies and procedures are at a level of 
sophistication commensurate with the institution's activities and 
portfolio. It also establishes the need for periodic review and 
oversight by management and the board of directors. 
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o Requlrenent for Adequate Internal controls 

TB-13 requires savinqs associations to set interest rate 
risk exposure limits and requires large institutions (those with 
assets in excess of $500 million or who hold high-risk mortgage- 
derivative products) to have interest rate risk models. The 
Bulletin also emphasizes the importance of adopting effective 
interest rate risk policies and procedures. Failure to adopt and 
implement adequate policies and procedures would be considered an 
unsafe and unsound practice. 

o Comprehensive Reporting and Disclosure Requirements 

The OTS requires extensive quarterly reports from thrifts 
(Schedule CMR of the Thrift Financial Report) to collect 
information that has enhanced our ability to monitor the use of 
derivatives by savings associations. This reporting schedule 
employs a coding system that allows institutions to report 
detailed information on nearly 300 different types of derivative 
instruments. With this information, OTS can estimate the present 
value of an institution's portfolio of derivatives by contract 
type. (The filing of Schedule CMR is voluntary for small savings 
associations — those with assets of less than $300 million — 
that have risk-based capital ratios in excess of 12 percent. 
Nonetheless, the majority of these **exempt** thrifts have 
voluntarily chosen to file the quarterly report.) Among those 
institutions that file Schedule CMR, 85 reported positions in 
interest rate swaps, 65 reported positions in interest rate 
options (including interest rate caps and floors) and 12 reported 
positions in futures. 

Since 1991, OTS has had an interest rate risk model that 
uses, as input, information that is collected on Schedule CMR to 
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produce Interest Rate Risk Exposure Reports. The model en^loys 
scenario analysis, also known as **stress testing," to estimate 
how changes in interest rates affect the financial condition of 
individual thrifts. In measuring interest rate risk, the model 
takes into account the effects of derivatives on an institution's 
overall risk profile. 

Each quarter the model is used to generate customized 
Interest Rate Risk Exposure Reports. The Exposure Reports 
include OTS' estimates of the interest rate sensitivity of the 
institution's assets, liabilities, and off-balance-sheet 
contracts, including derivatives, under nine different interest 
rate scenarios. Among other things, this information can be used 
to assess whether derivative contracts are being used to reduce 
or increase an institution's interest rate risk exposure over the 
range of interest rate scenarios. These reports are forwarded to 
the savings associations to use as a management tool and are 
provided to OTS supervisory and examination personnel to use in 
analyzing the exposure of individual institutions. 

o Coordinated Supervision and Regulatory Policies and 
Practices 

The OTS fully supports and has participated in ongoing 
efforts among the financial institution regulatory agencies to 
achieve the goal of effective and appropriate derivatives 
regulation. While we are not formally a member of the Working 
Group on Financial Markets, we have participated in staff 
discussions of issues that affect our supervision of thrifts. Wo 
are a member of the Bank Interagency Derivatives Task Force, and 
have worked with other regulators in that group to improve 
Derivative reporting and disclosure. 
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COHCLUSIOM 

Futures, options, swaps and other derivatives can be 
efficient and effective risk aanageBent tools. In fact, most 
depository institutions that have successfully used thea have 
done so to reduce risk. In so doing they have also reduced the 
risk to the Federal deposit insurance funds. For this reason, ve 
Bust be careful to avoid creating an environMent that discourages 
savings associations, or any financial institution, froa using 
valueOsle and legitimate risk reduction tools for fear that their 
use will invite undue regulatory scrutiny. At the saae tiae, 
however, institutions that do not understand how to use these 
products should not use thea and thrifts should never use thea to 
speculate. 

Mr. Chairman, that concludes ay testiaony. I would be 
pleased to address any questions you aay have. 
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INTRODUCTION 

Good morning, Mr. Chairman and members of the Subcommittee. Thank 
you for inviting me to testify on behalf of the Office of Thrift Supervision on 
H.R. 4503. 

The explosive growth of derivative financial instruments has drawn 
attention to the implications of derivatives for the banking system and the 
financial markets. The dialogue on these issues has helped to "demystify" the 
world of derivatives and to highlight the benefits as well as the potential risks 
of these instruments. More importantly, the dialogue has prompted regulators 
to examine these activities closely and has spurred dealers and end-users to 
initiate voluntary improvements to their risk management practices. 
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Over the last several years, the OTS has taken an aggressive, pro-active 

vegolatory approach to the management and control of interest rate risk in the 

thrift institutions that we supervise. We believe that our interest rate risk 

program also effectively addresses many of the concerns that members of this 

^bcommittee and others have voiced in the public dialogue about derivatives. 

None of the savings associations supervised by OTS act as derivatives 
dealers. Savings associations are end-users of derivatives: they use these 
products as hedges to manage interest rate risk. While I do not believe that 
legislation is necessary at this time, I support the goals of the proposed 
legislation, which are consistent with our own interest rate risk program. 

BENEFITS OF DERIVATIVES 

Thrifts are in the business of making residential mortgage loans and 
taking retail deposits. A primary concern of thrift managers is how to manage 
the interest rate risk generated by these lending and borrowing activities. 
Typically, financial institutions wishing to control their exposure to interest rate 
risk do so by managmg the composition of their assets and liabilities. 
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For exaixq>le, an institution that wants to reduce its exposure to rising 

interest rates might replace short-term borrowings with long-term borrowings. 

Or, it might adjust the asset side of its balance sheet by replacing long-term 

fixed rate assets with shorter-term or adjustable-rate assets. 

Adjusting the mix of assets and liabilities, however, can be an expensive 
and cumbersome way to manage interest rate risk exposure and may not be 
practical during some phases of the business cycle. Alternatively, an institution 
can adjust its risk exposure - with more precision, greater efficiency, and ofken 
at a lower cost - by entering into off-balance-sheet transactions with 
derivatives. 

Derivatives are not risk-free, however. Our primary concern is ttoit 
derivatives not be used by thrifts for speculation - a term I use here to refer to 
the practice of leveraging risk. Put simply, while derivatives offer new ways to 
reduce risk, they also offer new ways to speculate. Although speculators play a 
useful role by taking on risks that others are unwilling to bear, OTS does not 
believe that savmgs associations, whose deposits are ultimately backed by the 
United States government, should be permitted to take excessive or undue risk 
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with derivatives or any other financial instniineat We, thereibre, have focused 
our supervisory attention on ensuring that thrift institutions make appr o pri ate 
use of derivatives. 

Mr. Chairman, you akxig with the other sp o nsors, have recognized the 
risks to financial institutions posed by their use of derivatives. Among other 
things, your proposed legislatioo wouki: 

o Direct regulators to establish principles and standards relating to risk 
management, regulatory examinations, and the responsibilities of 
managers to monitor and control the derivatives activities of their 
financial K^vt^ pf*i tio **T^ . 

o Make it an unsafe and unsound practice for an institution to engage in 
derivatives activities without an appropriate management plan and 
mtemal controls in place or without sufficient oversight by directors; 

o Permit reguhUors to establish a comprehensive reporting system to 
measure the risks arising from the use of derivatives by financial 
institutions; and 
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o Require the agencies to undertake derivatives regulation as a joint and 

coordinated effort. 

We agree with and fully support these objectives. We agree that it is 
critical that there be management understanding and oversight of derivatives 
activities conunensurate in scope and complexity with the activities undertaken 
and the risks assumed. Internal controls and prudent policies and procedures 
must be in place at institutions to effectively monitor, analyze and control 
derivatives activities. Comprehensive reporting systems must be available to 
both institutions and regulators for collecting data and analyzing risks. 

We believe that we have regulations or policies in place that are 
designed to achieve very similar goals. In particular, the OTS Interest Rate 
Risk (IRR) program is the primary supervisory tool utilized to monitor and 
supervise thiifts' use of derivatives. Our goal is to determine whether an 
institution's interest rate risk management program has been effective, and how 
derivatives activity affects the institution's overall interest rate risk exposure. 
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o Last August, OTS amended its risk-based capital requirements to take 

account of interest rate risk. The OTS interest rate risk model is used 

to link the interest rate risk exposure of an institution to its regulatory 

capital requirements. The OTS model takes derivatives into account in 

measuring an institution's interest rate risk exposure. We believe that 

explicitly incorporating interest rate risk into capital requirements 

provides further incentives for savings associations to use derivatives to 

manage and reduce interest rate risk ~ not to create new risk. 

o Since 1989, OTS has had a thrift bulletin (TB-13) in place that states 
that the board of directors is responsible for ensuring the prudent 
management of an institution's interest rate risk and the adoption of safe 
and sound management practices. It emphasizes the importance of 
having directors ensure that an institution's policies and procedures are 
at a level of sophistication conunensurate with the institution's activities 
and portfolio. It also establishes the need for periodic review and 
oversight by management and the board of directors. 
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o The Bulletin also emphasizes the importance of adopting effective 

interest rate risk policies and procedures. Failure to adopt and 

implement adequate policies and procedures is considered an unsafe and 

unsound practice. 

o The OTS requires extensive quarterly reports to collect information that 
has enhanced our ability to monitor the use of derivatives by savings 
associations. This reporting schedule employs a coding system that 
allows institutions to report detailed information on nearly 300 different 
types of derivative instruments. With this information, OTS can 
estimate the present value of an institution's portfolio of derivatives by 
contract type. 

Also, since 1991, OTS has had an interest rate risk model that uses the 
information collected to produce Interest Rate Risk Exposure Reports. The 
Exposure Reports include OTS' estimates of the interest rate sensitivity of the 
institution's assets, liabilities, and off-balance sheet contracts, including 
derivatives, under nine different interest rate scenarios. 
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Among other things, this information can be used to assess whether 

derivative contracts are being used to reduce or increase an institutioo*s interest 

me risk exposure over the range of interest rate scenarios. These reports are 

forwarded to the savings associations to use as a management tool and are 

provided to OTS supervisory and examination personnel to use in analyzing the 

exposure of individual institutions. 

p Fmally, the OTS fully supports and has participated in ongoing efforts 
among the financial institution regulatory agencies to achieve the goal of 
effective and appropriate derivatives regulation. While we are not 
formally a member of the Workuig Group on Financial Markets, we 
have participated in staff discussions of issues that affect our supervision 
of dirifts. We are a member of the Bank Interagency Derivatives Task 
Force, and have worked with other regulators in that group to improve 
derivative reporting and disclosure. 
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In conclusion, futures, options, swaps and other derivatives can be 

efficient and effective risk management tools. In fact, most depository 

institutions that have successfully used them have done so to reduce risk. In so 

doing, risk to the Federal deposit insurance funds has also been reduced. For 

this reason, we must be careful to avoid creatmg an environment that 

discourages savings associations, or any financial institution, from using 

valuable and legitimate risk reduction tools. At the same time, however, 

institutions that do not understand how to use these products should stay away 

from them. 

Mr. Chairman, that concludes my testimony. I would be pleased to 
address any questions you may have. 
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Mr. Clniim» »d mcmbcn of the SaboaoHidOcc, I am Jolia I^^ 
FksKAmefic«iNack»d]|«AkiNariinfe,Tcnicsnc Fkst American NMioaal Bank is one of 
dvccbairiBiiiibadbrics of FiA American Coiiwcadon, a S73bak»lio^ Iain 

i c jp o Mi Mc for the ovcrafl miiuymmt of the banki* iunAiuKui p wtfoio a and fbnds poations. 
I ypcar here today on bdulf of the American aariheaAworiarinn ("ABA*). TlieABAtsdie 
only national trade and p m fr tih uM l aworiatinn serving the entire banking oommnnily, from small 
commomcsr banks to bf^e bank bokiing companies. ABA*s membcn represent approximateljr 90 
percent of the commercial bankii^ industry's total assets. 



Mr. Chikuun, I appreoatc the oppoituniQr to be here today to dimiw derivamcs ge ner a lly and 
H.R. 4503, the Derivatives Safety and Soundness Supervision Act of 1994, in partkubr. These 
issues are veiy important to ABA*s members and to Rnt American Coq>oration as wdL 
Commercial banks use deri vati v e instruments both as end users and as dcalcn. It is estimated 
that aver 500 banks used derivatives in 1992, and that number b growing. As end users, 
commercial banks, much like other corporations, use derivative instruments to manage their ovm 
institution's risks, to reduce funding costs and thereby enable them to make more cre<& available 
in their k>cal communities and to enhance investment returns. 

A few of our members, along with broker-dealer affiliates and other commercial firms, also serve 
as derivative dealers, capitalizing on, among other things, their ability to understand the financial 
needs and risks of their many customers. Dealers generally arrange one side of the transaction 
and then "warehouse" the transaction to be matched with a compatible derivadvc transactk)n(s) 
with other end usen. Dealers generally do not charge fees for arranging these transactions; 
rather their profits are earned from spreads between the bid and offered prices on derivatives. 
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For the reasons discussed more fiilly below, the ABA believes that its members are adequately 
managing the risks associated with the use of derivatives; that the federal regulators are 
appropriately supervising bank activity in this area; and that no need exists for legislation. That 
position is fully supported by the Federal Reserve Board ("FRB"), the Office of the Comptroller 
of the Currency (*OCC"), the Federal Deposit Insurance Corporation ("FDIC"), and the 
Securities and Exchange Commission ("SEC")» as well as numerous industry leaders. The ABA 
would urge the Congress to follow the advice of industry experts and federal regulators alike and 
not ponue legisbtion which would have the effea of restricting the ability of banks, as both end 
users and dealers, to enter into these arrangements. 

n. Background 

Derivatives are contracts the value of which depends on, or derives from, the value of an 
underlying asset, reference rate or index. There are four major types of derivatives: forwards, 
fotniti, option and swaps. Moreover, there are four basic underlying assets or references on 
wliidi the value of these derivative contracts arc based: interest rates, foreign exchange rates, 
commodity prices and equity prices. Many of these instruments, such as futures and some 
options, are traded on organized exchanges. As such, these instruments are standardized as to 
maturity, contract size and deUvery terms. 

Other derivadvcs, such as swaps and foreign exchange contracts, are custom tailored contracts. 
Specifically, every element of that contract, including its duration, method of determining 
payments, and underlying amount of the contraa upon which the payments are based, is 
negotiated in order to suit that specific user's needs. As a general matter, the average maturity of 
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a dcfivadve transaction is onc>to-tltfee yean, b is not unheard of, however, for a derivative 
contract to have a maturity length of more than ten years. Because tiieir terms are not 
standardized but are, in &ct, unique to each particular transaction, these instruments are not 
traded on an exchange, but in the over-the-counter ("OTC") market. 

The two most common types of OTC derivatives used by commercial banks are interest rate and 
currency swaps. An interest rate swap b an agreement between two parties who agree to swap or 
exchange future cashflows over a specified period of time. The amounts of these payments are 
calculated by multiplying a stated dollar amount or 'notional principal amount" times an interest 
rate, such u LIBOR (London interbank oflered rate), commercial paper. Fed funds, prime or 
Treasury bills. At no dme is the notional principal amount exchanged. 

Commercial banks enter into Interest rate swaps for a variety of purposes, including reducing 
funding costs and managing Interest rate risk. For example, a commercial bank may have $10 
million In 15-year mortgages paying a fixed rate of interest of 7.00% per year. The funding for 
these mortgages comes from $10 million in certificates of deposit (CDs), the interest rate on 
which is reset once a year. At the present time, the CD rate Is 3.00%. While the commercial 
bank Is earning a net return of 4.00% (exdushre of other costs), the situation b nevertheless 
interest rate sensitive. Specifically, If interest rates rise while the mortgages are outstanding, tite 
commercial bank will be exposed to Interest rate risk. In fact, if interest rates rise above 7.00%, 
the commercial bank will incur a net loss. 
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To manage its interest rate risk, the commercial bank migiit enter into an interest rate swap 
wherebjr it wiO pay a fixed rate of 4.00% to tiie swap dealer who, in exchange, will pay the 
coouncrdal bank the twetvc month CD rate, promised to the bank's CD customers. By entering 
the swap, the commercial bank is assured that it will always have the fiinds avaihble to pay the 
twchre month CD rate to depositors, no matter how high or low interest rates go. The 7.00% 
earned on the 15-year mortgages will be used to pay the swap dealer the fixed rate cashflow of 
4.00%, leaving the commercial bank with a net return of 3.00%. While its true that its net return 
has dropped firom 4.00% to 3.00%, the commercial bank has nevertheless eliminated its interest 
rate risk on this txansaction. 

In addition to allowing commercial banks to manage their own interest rate risk, interest rate 
swaps also have a beneficial impaa on the availability of credit to businesses and consumers, alike. 
Take my institation, for example. Between June 1993 and June 1994, First American increased 
the amoont of fixed-rate loans maturing in longer than a year by approximately $575 million. 
The hfgest portion of these loans was home mortgage and installment loans made to consumen 
in our local communities. In order to manage the potential risks posed by these fixed-rate loans 
— specifically, the risk to the bank's interest rate margin of funding these loans with our floating 
ntt deposits - First American entered into several interest rate swaps agreeing to pay a fixed-rate 
^while receiving a rate based on a floating rate index. Doing so, initially cost the bank about 1.5% 
of the spread between the yield on the loans and the costs of the deposits. But this hedging 
operation enabled the bank to protea itself against any future increases in interest rates. The 
<fc ri sio n to enter into derivatives transactions proved to be a good one. First American has been 
better prot e ct ed firom the recent increases in interest rates. 
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Cumocy swapt are not lued by commercial banks to the tame otent u interest rate swaps. 
They, nevertheless, help commercial banks to manage risk, that is, exchange rate risk. 
Specifically, a currency swap is an agreement between two parties who agree to make periodic 
payments to each ocher in diffiocnt currencies over a specified period of time. The amounts of 
these payments are caicubtcd by multiplying a stated amount of each currency times the interest 
rate specified in the agreement for payments in that currency. Ordinarily, the parties also agree 
to exchange the principal amounts of each currency at the beginning of the swap, and to return 
them at its conchision. This type of swap can be particularly valuable to VS. companies doing 
business abroad, which do not want to assume currency risk as part of their business. 

in. Managrmmt of Kiaka Aaiodated with Derivatives 



Market risk, credit risk, legal risk, operational risk and systemic risk are the principal risks 
associated with OTC derivatives. In general, these five risks are no different than the types of 
risk that banks have always managed when engaging in traditional banking activities such as 
lending, treasury and trading fiinctions. Appropriate risk management systems are necessary to 
engage in traditional banking activities in a safe and sound manner. So too are risk managements 
systems necessary to support the proper use of derivathres activities. 

Market Risk. Market risk is why commercial banks enter into derivative transactions in the first 
place. Banks, their regulatoa and financial market participants generally have become more 
aware of the market risks posed by changes in interest and exchange rates. To manage those 
risks, banks enter into deri vati v e transactions whereby the market risks arc passed off to some 
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oidty better able to cope with that paniaihrriik. That cntiqr, the dealer, wiD, in tom, waoBc 
to marto flik by entering Into other derivative tfantaawm that levose or n^^ 
taken with Kipcct to the initial derhrathre tramaction. 

Derivadvei dealers manage mariwt risks by vahiing iheir derivatives portfolio on a daily marked to 
market baiis. In addition, risk management systems place Bouts on market czponvc and cnploy 
strcsa testing procedures to determine how the poitfolio performs under various market 
scenarios, inchiding fluctuations in interest rates. 

Banks, their regulaton and finandai market participants generally have become more aware of the 
market risks posed by changes in interest and exchange rates. Both the Bank for International 
Settlements ("BIS" ) and federal bank regulators are engaged in efibrts to require individual banks 
to allocate capital in accordance with the interest rate risk assumed by each indhodual bank. 
Indeed, one conkl argue that the explosive growth in the use of derivatives by banks b directly 
related to the Industry's deeper appreciation of tiie need to actively manage these risks. 

Credit Riik. Credit risk is the risk that a party will not have the necessary resources to make 
contractual payments when due. This risk is clearly the type of risk tliat bankers encounter every 
day when determining whether or not to extend credit. As such, banks use their risk 
management capal>ilities developed in connection with their lending activities to manage the 
credit risks a ssocia te d with derivatives. Thus, credit risk is reduced by conducting most derivative 
transactions with counterparties that have high credit ratings. It is not surprising that over 97% 
(^ tile total $5.5 trillion (^ outstanding notional principal amount of swaps was held by 
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companies that had investment grade ratings. Credit risk is further reduced by establishing credit 
tknits with individual firms and by employing netting arrangements that allow payments due 
from one party to be oibet against payments due to that same party. 

Credit risk is not measured by the nodonal principal amount. Rather, credit risk is measured as 
replacement cost, L£^, how much will it cost the bank to replace the counterparty. Consider, for 
fiample, the bank with the 15 year fixed rate mortgages discussed above. That particular bank*s 
credit oqxMure would be measured by the difierence in the amount it would pay if a new 
derivative contraa were required, after &ilure of the other party to the contract, to receive a 
twchre month CD rate cashflow. If interest rates had risen, a new dealer may require more than 
the fixed rate cashflow of 4.00%. Instead, the dealer may require 4.02%. The difference in the 
payments: 0.02 or $2,000 ($10 million notional principal amount x 0.02%) represents the end 
user bank's credit risk. (Note that the nodonal principal amount is very much greater than the 
actual risk. The use of notional amounts when discussing derivadves exposures can be very 
J.) 



Legal risk is the risk of loss that the derivatives contract cannot be legally enfbreed. 
For example, this might happen if one of the parties to the derivatives transaction is legally 
incapable of entering into the agreement. Obviously, this type of legal risk is an issue for 
derivatives dealers, not end users. 

Deakn manage this risk through their legal departments. Legal staff assess the counterparties 
authority to enter into contracts and, where necessary, obtain legal opinions regarding the 
coontcfpartics legal capacity. Issues concerning legal capacity to enter into OTC deri vati v e 
transactions have largely been resolved in the United States. 
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Legal risk also exists with regard to the enforceabifity of certain provisiocis of the derivatives 
contract. For example, the enforceability of netting provisions in the event that one partjr b 
subject to bankruptcy proceedings has been questioned. Again this issue has been hrgeljr 
resolved in the United States but remains an issue in some foreign jurisdictions. 

Thtt type of risk is again managed through the dealer's legal department. Legal staff assess the 
enforceability of the contraa provisions before the dealer enters into the contract. Risk u also 
further limited by the use of standardized agreements. 

Operational Risk . Operational risk a the risk that losses may occur as a result of inadequate 
internal systems and controls, human error, or management failure. Although (fificrent firms 
manage operational risk in different ways, common elements in operational risk management will 
often include: oversight by senior management; establishment (^activity and cxpotan fimits for 
individual traders and groups; use of reporting systems to monitor transaction acthrity; scpandon 
of derivatives operations and business units to ensure effective transaction processing and 
reporting; internal auditing of compliance with firm policies and procedures; back office 
technology and systems for confirmations, documentation, payments and accounting; and a 
system of independent checks and balances throughout the transaction process. My Board, too, 
has adopted stringent policies governing the use of derivatives, including placing limits on the 
total use of derivatives and requiring that any new strategy invoKring derivatives be approved by 
the Board in advance. 
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Oearijr, qpstems for managing operational risk, or any risk for that matter, should be tailofed to 
the individiial needs of the end user or dealer. The $175 community bank that engages in a 
handfiil of swap transactions a year should not be required to invest in the same type of 
sophistkated computer systems that a derivatives dealer would require to manage the complexity 
and vohmie of the deab it transacts. 

Symwnic Ride, Systefliic risk is the risk that any disrupdon in the market will cause further 
dismpcion in other markets. Systemic risk should not be associated solely with derivathre 
transactions. Systemic risk can arise from many other sources, including the failure of significant 
financial market participants and significant market breaks. Due to the rapid growth in volume 
and compkxity of derivatives transactions, concerns have been expressed, however, that 
d ui v Mivcs may have increased the possibility of systemic disruptions. 

To pfOCBCt against systemic risk, all financial institutions engaging in derivatives transactions are 
taking appcopriatc stq>s to limit such risk by adopting sound risk management principles, 
dis ctoaing to the market place each institution's involvement with derivatives transactions, and 
working together with other market participants and regulators to seek a better understanding of 
derivatives activity, its risks and measures to mitigate them. 

IV. Current Begulation of Bank Derivatives Activities Obviates Any Need for Legislation 

Commercial banks acting either as end users or dealers must engage in derivatives transactions in 
aocofdance with safe and sound banking practices. Banks are extensively regulated and supervised 
by liieir state and federal banking regulators to ensure that they follow all applicable rquhtory 
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pronouncements. On-site bank examinations and inspections are conducted; full scope 
examinations include detailed reviews of management systems and assessments of capital 
adequacy, asset quality, earnings and liquidity. These examinations will also review the bank's 
policies and procedures for measuring and controlling risk. In addition, targeted exams may also 
be conducted, focusing on specific areas or concerns. Areas of concern or deficiency noted by 
the examining authorities are required to be correaed and are monitored to ensure appropriate 
action is taken. Failure to comply with bank regulatory guidance can subjea a bank to an ever 
increasing series of penalties including: cease and desist orders; civil money penalties of up to $1 
million per day; and, ultimately, loss of banking charter. 

As the derivatives market has grown and bank involvement with that market has similarly 
increased, the banking regulators have issued more and more ^>ecialized guidance on bank 
derivative activities. Most recently, the OCC issued guidance on the appropriate risk 
management practices for engaging in financial derivatives activities.' The guidance called for 
"the implementation and use by individual banks of sound and efficient risk management 
systems." The guidance then went on to outline all of the components or features necessary for 
a sound and efficient risk management system. 

According to the OCC, these features should include: 

o Board of director oversight and senior management supervision of the 

bank's derivatives activities; 



OCC BC-277, October 27, 1993. 
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o Writtaipolkies and pnxxdufcsgovcinii^ the bank's use of derivat^ 

At a minimum, these polkies and procedures should indude: managerial 
oversight and responsibilities; scope of activities; risk limits; risk 
measurement and reporting processes; and operational controls. 

o Establishment of an independent unit or individual responsible for 

measuring and reporting risk exposures and monitoring compliance with 
policies and risk exposure limits; 

o Systems for measuring market risk for both dealers and end users, 

controlling credit risk and liquidity exposure, managing operations and 
systems risk, as well as legal risk ; and 

o Ensuring that sufficient capital to support the risk exposures is 

maintained. 

Earlier this year, the OCC further expanded upon its earlier pronouncement when it issued 
cbrificatioa and explanation oftheOCC*s derivatives policy.' The FBB has issued similar 
gnirtanrc to its examiners*, as has the FDIC*. 



' OCC Bolledn 94-31, May 10, 1994. 

* SR 93-«9 (HS), December 20, 1993; Trading Amvitiei Manual. March 1994. 

* FIL-34-94, May 1994. 
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In addition, significant regulatory efforts are underway to improve the quality of disclosures in 
financial reporting. The Federal Financial Institutions Examination Council ("FFIEC"), the 
policy making body for coordinating bank regulatory actions, has proposed to increase the level 
and type of derivadve information required to be rq>orted on the quarterly Call Reports. In 
addition, the Financial Accounting Standards Board ("FASB" ) and the SEC are analyzing what 
type of financial information on derivatives would be hclpfiil to users of financial statements. 
FASB is also aggressively pursuing new accounting standards. Finally, BIS is focusing on many 
of these same issues. 

These regulatory pronouncements, while extremely helpful, have not been undertaken in a 
vacuum. Approximately one year ago, the Group of Thirty issued, after a year of study, a 
comprehensive rq>ort on derivatives.* The report contained a series of twenty recommendations 
to help dealers and end users manage their derivadves acthdties. The list was quite 
comprehensive, focusing on: valuation and market risk management; credit risk measurement 
and management; promoting legal enforceability of contracts; systems for operations and control; 
accounting practices; and disclosures. 

Although the Group of Thirty's recommendations are without the force of law, many of our 
members have, nevertheless, incorporated these recommendations into their own institution's 
policies and procedures. Furthermore, bank examiners are examining these institutions to 
determine whether the institutions are, in fact, complying with their policies and procedures. 
The ABA believes that the Group of Thirty's recommendations will eventually become indusoy 
practice and, to the extent they are viewed as necessary for safety and soundness purposes, they 
are subject to enforcement by both the bank regulators and the courts. 



* Group of Thirty, Derivatives: Practices and Principles . July 15>93. 
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Other indnsay'cfibrts are underway as well. The New York Clearing Hoase*s eleven member 
bonks voluntarily and significantly increased the qualitative and quantitative derivative disclosures 
in their 1993 Annual Reports. These banks believe that the increased voluntaiy disclosure of 
derivative information is indicative of the banking industiy*s interest in both disclosing to the 
marketplace the nature of their derivatives activities and educating the public about derivatives 
and their costs and benefits. 

These efforts have not gone unnoticed. Many reports issued to date have recognized the 
importance of these efforts. For example, the General Accounting Oflfke ("GAO") Report, 
issued in mid-May 1994, specifically noted bank regubtocy and industry efforts in this area. That 
Report confirms the benefits of derivatives as essential risk management tools for cocporations, 
financial institutions and governments around the world. Moreover, these reports provide 
important quandtadve information and analyses on derivatives. This information will greatly 
assist the derivatives debate. 

Add to this mix, H.R. 4503, the Derivatives Safety and Soundness Supervision Aa of 1994, 
which seeks to legislate appropriate derivative activity for commercial banks. Specifically, H.R. 
4503 would require, among other things, that the federal banking agencies establish principles 
and standards relating to capital, accounting, disclosure and examinations for financial institutions 
engaged in derivatives activities. In addition, H.R. 4503 would prohibit a financial institution 
fiom engaging in derivatives activities unless conducted under a Board approved written 
management plan containing prudential standards. 
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The ASA bcUevcs that thts tcgislation should not be adopcctL It would seem to accomplub 
nothing that regulatory authoribes and otheiit such iS FASB^ nc not alnad^ doing; and it could 
hive jcrioiu dctruncntaJ cfFcCtSn Numerous authondes^ including the GAO, have noted that the 
commercial banking industry's derivauvei acdvjbes are ^cady subject to cxteruivt fedeni 
rcguiadon and oversight. Moreover^ that n;gulation i* not lijnitcd to banki serving as derivative 
dealen but also includes banb icting as end a&cn. Consequently, it would seem misguided fof 
Congres to enict legislation adding further regulation to th^ mon hcivily jregulaced participant 
in th< derivative* roaHtet - commerda] bankers^ 

Moreover^ the Congress should not envct dercvatives Icgislition, such as H.IL 4S03, without 
considering the iinpK:[ such legLsladon^ and even the active considetadon of such legislation^ may 
have on the marketplace. Recent increisci in short-icnn uiteten rates by the Federal Reserve 
Boanl, the dramatic decline in the dollar vcnus the Japuiesc yen and Gcnnvn mark, iind the 
market^s jeacdon to those events have contributed greatly to the recent voladlity In today's 
markets. LegisJadon Lmpacung derivatives and other financial instruments coiUd severely impact 
those markets^ creating further uncertaindcs and nntold consequences. 

In addldon to the above concerns, we believe that it would be a mistake for the Congress to try 
to enact complex legisladon In the very limited dmcArame left in diis Congress. For eumpEe, 
Ict^s look at |ust ovlc provision of H.R. 4503, a provision which may appear straightforward, but 
which, in faci^ is not. SpcdikaUy, in the ipparent desire not to leave out any 'risky' derivatives 
transactionx, H.R. 4503 would appev to include investments other thin QTC financi^ 
derivatives, including, in some cises^ asset-backed securides and repurchase igreements. The 
inclusion of these very truirumcnts m derivatives Iegi5latk>n could shrink the maricet fbf these 
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litde or no market for assec-tMcked insmunents will eventually result in less 
liquidity and, thus, less credit being made available to consumers in today's economy. The 
problem in just defining "derivative" shows the need to be veiy careful in legislating in this area. 

As outlined above, the regulators are appropriately regulating and supervising bank derivative 
activities. Should more or different regulation of bank derivatives activities be deemed necessary, 
bank rcgubtofs have sufficient authority and flexibility to ensure that derivatives activity is 
conducted in a safe and responsible manner. Legislation could inadvertently deny them that 
flexibility. Coordination among the various regulators continues as regulators refine their 
approaches. In addition to current regulatory guidance, voluntary initiadves have been 
undertaken. Derivatives dealers and end usen have greatly increased their internal controls and 
risk management systems. Consequently, legisladve remedies are neither necessary nor desirable 
atthbdmc. 



In sum, the ABA believes that the current regulatory environment and the voluntary efforts 
undertaken to date by industry participants are sufficient for managing current derivative activity. 
Should further criteria be necessary, the bank regubtors have all the authority they need. Any 
legislative action taken at this juncture could diKourage further industry efforts and create 
market uncertainties. Accordingly, the ABA would submit that derivarives legislation is neither 
necessary nor appropriate. 
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Chairman Neal, members of the Committee, thank you for 
inviting me here today. My name is Mark Brickell, and I am 
the Vice Chairman of the International Swaps and Derivatives 
Association, Inc. ("ISDA"). ISOA is an international 
organization comprising approximately 150 of the world's 
largest commercial, merchant and investment banks and other 
dealers in privately negotiated interest rate and currency 
swaps and related transactions. ISOA members also include 
the end users of derivatives — corporations, government 
entities and financial institutions — and firms that 
provide accounting, systems and legal support for 
derivatives activity. 

For over ten years ISOA has %rorked to identify, manage 
and reduce risks in derivatives activity. ISOA welcomes the 
opportunity to testify today. 

Chairman Neal, in your letter of invitation you asked 
that we discuss the Derivatives Safety and Soundness 
Supervision Act, H.R. 4503 (the "Bill"). ISOA members 
believe that this legislation will tend to increase the cost 
and reduce the availability of critically important risk 
management tools, and I will outline ISOA's objections to 
the proposed legislation. Before doing so, however, I 
should briefly outline the context in which the Bill arises. 
Mot only does the derivatives industry provide an 
indispensable risk management tool, but it also has worked, 
and will continue to work, with regulators to keep industry 
safeguards current. ISOA agrees that there are still 
iflqprovements that can be made to the framework for swap 
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activity — bat thos« iaproveownts are alraady taking mhmpm 
through the cooperative efforts of industry participants and 
regulators, all of whom agree that legislation is 
unnecessary . 

1 . OeriTativea Are as la d i s y — a ab l e «isk mmmmqmmmat, Ttool 

Derivatives are an essential risk nanagenent tool for 
financial institutions, corporationa and govemnent ent.itie8 
around the world. The Group of Thirty Global DerivativeE 
Study Group explained that "[djerivatives permit end-users 
to identify, isolate, and manage separately the fundanental 
risks and other characteristics that are bound together in 
traditional financial instruments. Desired combi n ations of 
cash flow, interest rate, currency, liquidity, and market 
source characteristics can be achieved largely by separable 
choices, each independent of the underlying cash market 
instrument. As a result, management is able to think and 
act in terms of fundamental risks." (Global Derivatives 
Study Group, "Derivatives: Practices and Principles," July 
1993 [the "Group of Thirty Report"], page 34) The Group of 
Thirty, chaired by Mr. Paul A. Volcker, is composed of 
central bankers, bankers, economists and industrialists frost 
various countries. 

The General Accounting Office also ^Merved that "the 
rapid growth and increasing complexity of derivatives 
reflect. . .the increased demand from end-users for better 
ways to manage their financial risks." (General Accounting 
Office, "Financial Derivatives: Actions Needed to Protect 
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the Financial System," May 1994 [the "GAO Report"), page 6) 
The CFTC reported that the world-wide growth of privately 
negotiated derivatives transactions "has fundamentally 
changed financial management by providing increasingly novel 
and flexible tools for the efficient allocation and 
nanagement of risks." (Commodity Futures Trading Commission, 
■ore Derivative Markets and Their Regulation," October 1993 
(the "CFTC Report"), page 8) The Group of Thirty Report 
explained that the benefits of derivatives extend to "a wide 
variety of institutions. For many that issue securities, 
and for many that invest, derivatives can save costs and 
increase returns while broadening the range of funding and 
investment alternatives. For them and others, derivatives 
can reduce the risk of loss. And for financial 
institutions, derivatives can be a source of strength 
because they reinforce existing activities with clients, and 
help to build diversified credit portfolios." (Group of 
Thirty Report, page 2) 100% of those responding to the 
Group of Thirty End-User Survey reported that derivatives 
were important in controlling risk; 40% stated that 
derivatives were "very important," and 42% described them as 
"imperative." (Group of Thirty Report, Appendix III, page 
88) 

2. Derivatives Strengthen the Banking Busineaa 

Providing swaps and related derivatives to corporations 
and government entities has become one of the most important 
ways that banks serve their clients. It has strengthened 
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our relationships and fostered the growth of related 
activities. According to a recent study by the Federal 
Reserve Bank of Chicago, business lending grew faster at 
banks that use swaps than at banks that do not. The reason 
is that using swaps to control banks' exposure to interest 
rates leaves them free to concentrate on their major 
business — extending credit. 

Helping our clients helps our shareholders, too. The 
November 1992 issue of Standard and Poor's Creditweek noted 
that "[p]rofits derived from derivatives activities have 
become very important to major U.S. money center banks, 
accounting for a very substantial portion of wholesale 
banking profits . " The same article noted that banks ' income 
from derivatives is "fairly stable and dependent more on 
volume than on rate volatility." 

Most important, and least understood, is that 
derivatives activities are strengthening the banking system 
by improving risk management techniques. As Susan Phillips 
noted earlier this year, "[t]he complexity of derivatives 
activities, along with the intense scrutiny these activities 
have attracted, are forcing a revolution in risk management 
practices. The practices and techniques that must be 
implemented if derivatives activities are to be placed on a 
sound footing have the potential to enhance significantly 
the soundness and efficiency of more traditional trading «nd 
lending activities." (Remarks of Ms. Susan M. Phillips, 
Member, Board of Governors of the Federal Reserve System, at 
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the Conference on Financial Markets, Federal Reserve Bank of 
Atlanta, February 25, 1994, page 2) 



3. Credit Risk for Dealers froM Privately vegotiated 
Derivatives is Relatively taall and Nell Managed 

The CFTC Report emphasized that "it is important to 
note that many of the risks discussed in connection with OTC 
derivative products are not unique to those products but are 
common to other financial products." (CFTC Report, pages 90- 
91) And the GAO Report observed that "(tlhe general types 
of risk associated with derivatives — credit, market, 
legal, and o(>erations — exist for many financial 
activities. Therefore, risk-management policies and 
controls over such activities are also generally applicable 
to derivatives." (GAO Report, page 44) 

Both the CFTC and GAO Reports recognized that the 
credit risk for dealers in OTC derivatives is comparatively 
small, high quality and %^11 managed. A GiAO survey of 
fourteen major financial institutions in the United States 
found that although the notional amount of their derivatives 
at the end of 1992 was $6.5 trillion, their gross credit 
risk from these transactions was $114 billion or only 1.8% 
of the notional amount. (GAO Report, page 4) This amount at 
risk was further reduced to $68 billion or 1% of the 
notional amount, after taking into account enforceable 
netting agreements, collateral and other credit risk 
reduction techniques. (GAO Report, page 58) 
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A pilot survey by ISOA, the results of which %#ere 
announced on June 9, 1994, corroborates the GAO Report's 
statistics. The ISOA study surveyed fourteen leading 
derivatives dealers from various countries. It found that 
the gross credit risk from their outstanding privately 
negotiated derivatives transactions was $178.4 billion, or 
2.15% of the $7.6 trillion notional amount, while the net 
credit risk was $101.3 billion, or 1.22% of the notional 
amount. Although the GAO study surveyed only U.S. firms, 
the ISDA study involved dealers from around the world. 
Thus, the similarity between the results of the two surveys 
shows a consistent global pattern. 

The GAO Report noted that the credit risk involved in 
derivatives is of very high quality. The report "identified 
200 firms with swap portfolios of at least $1 billion as of 
year-end 1991. These firms included many financial 
institutions and commercial firms. As shown in table 3.1 
[of the GAO Report], 97.5 percent of the total $5.5 trillion 
of outstanding notional amount of swaps held by these firms 
was recorded by firms that had investment grade ratings. 
Only 2.5 p>ercent of the total was recorded by firms with 
noninvestment grade ratings." (GAO Report, page 58) 

Losses to date have been small, e8(>ecially compared to 
both the amount of credit risk involved and looses from 
traditional bank activities such as lending. The GAO survey 
of the 14 major U.S. dealers found that "the 1992 total 
losses incurred by those dealers as a result of derivatives 
counterparty default was $250 million, or about 0.2 percent 
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of tJieir coBbined gross credit exposure.* (GAO Report, 
page 55) 

Credit risk from derivatives is also well Managed. The 
CfTC Report foiind that *in the absence of ... regulatory 
requirements, individual aarket participants construct and 
maintain their ovn aechanisBS to reduce and manage credit 
risk.* (CfTC Report, page 99) These mechanisms include 
close scrutiny of the counterparty's creditworthiness, 
"limits on both the amount and tenor (maturity) of contracts 
that would be permitted for each counterparty " and 
col lateralization for credit enhancam^nt. (CFTC Report, 
pages 99-100) The (^AO Report found that the 15 major 
derivatives dealers that it intervie%#ed (seven banks, five 
affiliates of broker-dealers and three affiliates of 
insurance companies) managed credit risk *in ways that 
generally conformed to recommendations by the Group of 
Thirty and guidance provided by bank regulators.* (GAO 
Report, page 57) More generally, the GAO Report found that 
the major U.S. dealers that it intervie%red conduct their 
derivatives activities in accordance with the Group of 
Thirty recommendations. (GUlO Report, pages 57, 63, 66, 67) 

4. Dealer Initiatives Have Stremgtheaed the System 

Private initiatives by derivatives participants have 
contributed substantially to a safer and sounder environment 
for derivatives. These include the development of widely 
used master netting agreements by ISDA and others, the 
promotion of netting legislation in the U.S., Canada, 
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Belgium, France, Germany and Switzerland, and the 
development of improved accounting and disclosure standards 
by groups such as the FASB. In addition, the Group of 
Thirty Report made 24 recommendotionB for dealers, end-users 
and regulators. The reconunendaticnc to dealers and end- 
users cover valuation and market risk management, credit 
risk measurement and management, promotion of derivatives 
agreement enforceability, systems, operation and controls, 
and accounting and disclosure. These recommendations can be 
tailored by dealers and end-users to create appropriate 
controls for their derivatives activities as they develop 
over time. As the CFTC said of privately negotiated 
derivatives transactions, "the disciplines and procedures 
imposed by market participants themselves take the place of 
otherwise applicable regulatory requirements to a 
significant extent." (CFTC Report, page 124) A recent 
BankAmerica Corp. survey of 200 BankAmerica clients found 
that the clients managed their foreign exchange activities 
carefully. 90% of the respondents reported that they have 
already instituted centralized risk-management o(>eration8, 
and only 5% reported using their risk-management areas as 
profit centers. ISDA believes that private sector 
initiatives will continue to play an essential role in 
strengthening the framework for derivatives activity. 
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5. Industry Participants Arm Cooperating With Rogulators 

The derivatives industry has helped legislators in the 
United States to create three separate pieces of legislation 
to strengthen the system, and this legislation has 
exhaustively covered the industry's current needs. While 
there remains work to be done to improve the environment for 
derivatives transactions, legislation is unnecessary and 
would be both inflexible and counterproductive. Instead, 
industry participants should be allowed to continue their 
voluntary cooperation with regulators. 

What Susan Phillips said in 1992 is still true today: 
"Before introducing any additional regulations, we need to 
identify clearly the public policy objectives that the 
regulations are intended to achieve. We should also 
consider whether official encouragement of private sector 
initiatives is a more effective means of meeting those 
objectives." (Susan M. Phillips, Governor, Federal Reserve 
Board, December 3, 1992) 

6. There Is Mo Justification for Further Legislation 

U.S. regulators agree that they have the authority that 
they need to address issues facing the derivatives industry. 
On thirteen occasions, beginning in October of 1993, federal 
financial regulators have testified at hearings about 
derivatives. These regulators represented the Federal 
Reserve, the Federal Deposit Insurance Corporation, the 
Office of the Comptroller of the Currency, the Office of 
Thrift Sup>ervision, the Commodities Futures Trading 
Commission, the Securities and Exchange Commission, and the 
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Treasuxy. In evexy case, the regulators indicated that they 
possessed and were using the authority to make necessary 
improvements in the framework for derivatives activity. In 
no case did a regulator say that derivatives legislation was 
necessary, and some regulators went so far as to say that it 
would be highly undesirable. 

For example, the Chairman of the Federal Reserve Board, 
Alan Greenspan, testified on May 25, 1994 that regulators do 
not know, "at this particular point, whether or not a 
specific set of legislative initiatives would have 
unintended consequences, as indeed previous types of 
regulation have had such consequences." Mr. Greenspan 
observed on the same occasion that "as far as the Federal 
Reserve Board is concerned..., we believe that we are ahead 
of the curve on this issue as best one can get." 

Indeed, the Federal Reserve Board has already stated 
that it "believes that the current regulatory framework 
provides supervisors with adequate authority to address 
concerns about the use of derivatives by banks and bank 
holding companies through risk-based capital requirements 
and, most importantly, through general supervisory policies 
and procedures. This existing framework permits 
institutions to engage in a broad range of derivatives 
transact iorxB, to innovate, and to provide valuable risk- 
management services to their customers and liquidity to the 
financial markets, while maintaining a sound banking 
system." (The Federal Reserve Board, October 6, 1993) 
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A8 the collection of statements froa regulators that I 
an submitting with this testiisony demonstrates, the other 
regulatory agencies are of the sane opinion. 

7. Pnsseoe ef B.R. 4503 Moald HaTe Itadesirable 



By urging bank regulators to establish new principles 
and standards relating to, anong other things, capital, 
accounting, disclosure and suitability for banks and bank 
affiliates engaged in derivatives transactions (whether or 
not they are federally insured), the Derivatives Safety and 
Soundness Supervision Act would subject such institutions to 
unnecessary burdens with unintended and potentially danaging 
effects on our financial systen. I would like to continue 
by going briefly through the Bil3 issue by issue. 

Capital RtgilirffBlffntf I Derivatives transactions are 
subject to risk-adjusted capital standards applied by U.S. 
banking supervisors under the international franework 
established by the Basle Supervisors Connittee. These 
standards are now being refined and revised in international 
negotiations. Additional standards nandated by legislation 
are therefore unnecessary, and could hanper the 
effectiveness of U.S. negotiators. 

I8DA especially objects to the specific nention of "a 
leverage ratio when appropriate"; as has long been 
recognized by the Federal Reserve, the leverage ratio %ms 
designed as a teiqwrary neasure, to be renoved when risk- 



Digitized by 



Google 



184 



12 
based capital requirements are expanded to cover interest 
rate risk. We are concerned that the Bill suggests that 
this crude expedient should become a permanent feature of 
banking supervision. 

The Bill also indicates that "[sjtrong capital 
requirements" should be imposed on end-users of derivatives. 
Capital is used by financial institutions as a cushion for 
financial risks. When used to reduce risk, derivatives 
serve the same purpose as capital for end-users. By 
providing protection against adverse moves in interest rates 
and other market factors, they reduce the chance that a user 
will encounter financial distress. For this reason, banks 
often require thinly capitalized borrowers to use swaps and 
related transactions to reduce interest rate exposure as a 
condition of borrowing. In what is surely an unintended 
consequence, H.R. 4503 threatens to deny the benefits of 
derivatives to those capital-constrained financial 
institutione that need them most. 

In addition, the Bill's requirement that regulators 
provide for "[ajppropriate credit risk reserves in 
connection with derivatives activities" seems to duplicate 
the Bill's earlier directive to regulators regarding strong 
capital requirements. The Bill is also redundant when it 
provides for "protection against legal risk," since a 
counterparty's failure to meet his obligations for legal 
reasons has the same costs as counterparty credit defaults. 
These credit risks are well managed already by swap dealers. 
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Other SupcrviaorY Actiona. Federal banking regulators 
already have the authority to adopt rules covering risk 
■anagenent practices for derivatives. As examples, the 
Office of the Comptroller of the Currency (with Banking 
Circular 277 dated October 27, 1993 on -Risk Hanagament of 
Financial Derivatives") and the Board of Governors of the 
Federal Reserve System (with SR 93-69 dated December 20, 
1993 on "Examining Risk Management and Internal Controls for 
Trading Activities of Banking Organizations") have devoted 
significant attention recently to supervision of derivatives 
activities of banks. 

Further regulations mandating "appropriate" parameters 
and models for evaluating exposure, col lateralization and 
credit risk reserves would interfere with the management of 
banks and their affiliates in a rapidly evolving and 
competitive activity. The level of financial risk safely 
assumed by any financial institution is a function of the 
capital base, market knowledge and management skill of the 
individual firm; the imposition of uniform standards which 
fail to take these factors into account may have the 
unintended effect of inhibiting further development of 
internal risk-management efforts, thereby increasing, rather 
than reducing, risk. The "state-of-the-art" in management 
controls will evolve so that freezing today's standards 
would be a mistake. 

The Bill's recommendation of supervisory action to 
require "further specifics regarding stress tests" is a good 
example of how legislation would inhibit the natural 
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evolution of derivatives risk management. The 
characteristics of stress tests for derivatives activities 
are constantly changing in response to the rapid permutation 
of derivatives transactions. Setting "specifics" for such 
tests would prevent the industry from responding as quickly 
as possible to risk management needs as they arose. 
Similarly, the Bill provides no indication why 
legislation is necessary to encourage "[tjhe prudent use of 
collateral by counterparties to derivatives transactions." 
The use of collateral is increasing at an appropriate pace 
in the derivatives industry. For example, ISDA's recently 
released Credit Support Annex allows derivatives transaction 
participants to document bilateral security and other credit 
support arrangements between counterparties for transactions 
under an ISDA Master Agreement. Industry participants have 
the on-the-ground know-how to respond quickly and 
appropriately to changing risk management needs, and they 
are doing so. Legislation would only create a regulatory 
drag on industry responses. 

Accounting Standards. Separate accounting standards 
for derivatives should not apply to banks and their 
affiliates where such standards are not consistent with GAAP 
and are not applicable to other derivatives dealers or end- 
users. Furthermore, the FASB and the SEC are currently 
developing improved financial reporting rules which will 
apply to all institutions engaged in derivatives activities. 
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Disclosure Standards. 

(a) Derivatives dealers have advocated improved 
disclosure for all financial instruments, and are working 
with regulators and domestic and international accounting 
standard setters to achieve it. From the supranational Bank 
for International Settlements to the U.S. FASB to the firms 
that use derivatives, intense effort is being devoted to the 
task. The quality of disclosure continues to improve, and 
the 1993 annual reports of derivatives dealers are the most 
informative to date. 

Accounting and disclosure practices for derivatives and 
other financial instruments have been identified for some 
time as in need of improvement, and work has already begun 
in earnest in response to this situation. As stated in 
Recommendation 24 of the Group of Thirty Report, action 
needs to be taken as a matter of priority in various 
countries, including the U.S., to provide comprehensive 
guidance on accounting for and reporting of transactions in 
financial instruments, including derivatives. On April 14, 
1994 the FASB published an exposure draft of accounting 
standard for disclosure of derivatives transactions and fair 
value of financial instruments. The SEC is already asking 
dozens of public companies to provide in their SBC filings 
information on internal supervision of their derivatives use 
and on their risk exposure, including whether they are using 
"hedge" accounting. Progress continues to be made on 
accounting for and disclosure of derivatives. The Bill's 
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disclosure provisions are thus unnecessary and, as outlined 
below, ill-advised. 

(b) Several of the disclosures mandated by H.R. 4503 
would create additional reporting burdens without increasing 
the understanding of users of financial statements. 
Requiring disclosure of gross notional amounts and net 
credit exposure under netting agreements with respect to 
each class of derivatives is unnecessary and potentially 
misleading because the former is not a meaningful measure of 
value, while the latter ignores the reduction in exposure 
achieved by netting across classes of derivatives. In 
addition, requiring disclosure of earnings from each class 
of derivatives cuts against the grain of financial 
accounting practice by seeking earnings information about a 
product rather than earnings information about a line of 
business. 

(c) The Bill's disclosure provisions seek to legislate 
areas over which regulators already have authority. For 
example, on March 11, 1994, the Office of the Comptroller of 
the Currency announced (with OCC Bulletin 94-20 on 
"Disclosure of Off -Balance Sheet Activities") the Federal 
Financial Institutions Examination Council's (FFIBC's) 
proposed changes in the information required to be reported 
in call reports on derivatives activities of banks. The 
FFIEC proposal covers notional amount data, fair value data, 
net credit exposure data, and separate reporting for 
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exchange-traded and privately negotiated derivatives 
transactions — all provisions that the Bill seeks 
redundantly to address. 

(d) The Bill also defines as financial institutions 
"any affiliate of any depository institution," where such 
company is not regulated by the SEC or the CFTC. This would 
bring certain broker-dealer affiliates under the Bill's 
requirement that certain financial institutions file a 
quarterly report "with such institution's appropriate 
Federal regulatory agency." This provision would require 
such broker-dealer affiliates to file a quarterly report 
with the Board of Governors of the Federal Reserve System, 
even though the affiliates that are swap dealers are already 
required to file reports with the Securities and Exchange 
Commission as part of its risk assessment program. Such 
duplicative reporting would produce no benefit to justify 
its costs. Ironically, the Bill could result in more 
broker-dealer affiliates reporting to the Board of Governors 
than to the SEC. 

Suitability Standards. Imposing customer suitability 
standards on banks and their affiliates would introduce an 
unnecessary and undesirable element into the banker-client 
relationship. A standard that mandates assurance that a 
bank does not recommend or engage in derivatives 
transactions that it "has reason to believe" would be 
inappropriate for a customer %rould subject banks and their 
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affiliates to heightened compliance costs and likely lead to 

frivolous litigation. The imposition of such a standard 

would also reduce the ];>eneficial self-discipline in existing 

derivatives activity. Such mandates have been strongly 

opposed by Federal Reserve Board Chairman Alan Greenspan, 

who testified as follows before Congress on May 25, 1994: 

" . . . [T]he burden of being informed in the 
marketplace, especially a wholesale marketplace, must 
not fall only on the dealer . . . [DJerivatives 
increase economic efficiency by allowing the transfer 
of risk to those willing to bear it. For the transfer 
of risk to be effective and the efficiency to be 
realized, end-users must retain ultimate responsibility 
for transactions they choose to make. In a wholesale 
market, sophisticated and unsophisticated end-users 
alike must ensure that they fully understand the risks 
attendant to any transaction they enter . " 

Supervisory Improvements: Requirements for Directors. 
The Bill would require that, in order to participate as a 
dealer or active end-user, a financial institution must have 
a "sufficient number" of directors with a sufficient level 
of knowledge about derivatives. The Bill's creation of a 
federal law of governance for derivatives transactions 
singles out derivatives for regulation that has never 
applied to other business decisions by financial 
institutions and end-users that have proven to be much 
riskier and the source of much greater losses. In addition, 
corporate governance with regard to derivatives is already 
amply regulated by state corporate law and by federal 
securities laws. To the extent that there have been 
problems with derivatives management, the difficulties have 
stemmed from failures to use available risk management 
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'^^iques, and not fron any deficiency in the legal 
ork. 
The directors designated as derivatives experts on the 
^^d of directors of a dealer or end>user would also fear 
"^^^t thia designation would increase their exposure to 
^^ ^sofMi liability. This would occur because the 
'^safci gnat ion would suggest an increased duty of care for 
^^^\ose directors to supervise derivatives activities of their 
^^ ^Btittition. Any losses from derivatives activities *fould 
^^^hen expose those directors to increased risk of lawsuits 
^===::laiining violation of that higher duty of care. This risk 
"^ ■ ■ ■u uld inevitably iiake it more difficult for dealers and 
"^^ctive end-users to find qualified individuals to serve on 
"^^eir boards. 

Insolvency Considerations . The Bill's treatment of 
insolvency %rould conflict with the Congressional goal, 
embodied in the Federal Deposit Insurance Corporation 
Ii^rovement Act (FDICIA), of reducing systemic risk by 
proBoting the enforceability of close-out netting. The 
relevant FDXCIA provisions, which appear at 12 U.S.C. 
$$ 4401, 4403(a) and 4405, recognize the enforceability of 
the close-out netting of payment obligations (in agreements 
between two "financial institutions") "notwithstanding any 
other provision of law" and notwithstanding any "stay, 
injunction, avoidance, moratorium, or similar proceeding or 
order, whether issued or granted by a court, administrative 
agency, or otherwise." This was a wise decision made by 
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Congress in 1991 that should not be changed in 1994. The 
Bill, however, would amend the Federal Deposit Insurance Act 
to curtail counterparty termination rights upon the 
appointment of the Federal Deposit Insurance Corporation as 
receiver of a failed banking institution, and states that 
"no provision of law shall be construed as limiting" the 
operation of this amendment. At best, enactment of this 
portion of the Bill would create uncertainty over the 
enforceability of counterparty termination rights in the 
event of insolvency. At worst, it would dramatically 
decrease the ability of close-out netting provisions to 
ameliorate systemic risk. This provision should be excised 
from the Bill; but if it remains, it should be amended so 
that it will be explicitly subject to FDICIA's recognition 
of the enforceability of close-out netting for financial 
institutions. 

International Regulatory Cooperation. ISDA continues 
to support regulatory cooperation among U.S. and overseas 
regulatory and supervisory institutions. However, it is 
unclear why legislation is required to further this 
cooperation, since cooperative efforts are advancing both 
within and outside the U.S. In this country, the Working 
Group on Financial Markets has been considering issues 
raised by derivatives from the point of view of various U.S. 
regulators. The principals of the Working Group are the 
Treasury, the CFTC, the Federal Reserve Board and the SEC. 
The staffs of these agencies meet regularly together to 
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discuss issues related to derivatives with the staffs of 
other interested agencies, including the Federal Deposit 
Insurance Corporation, the Federal Reserve Bank of New York, 
the Office of the Comptroller of the Currency, the Office of 
Thrift Supervision, the Council of Economic Advisers, the 
National Economic Council and the Office of Management and 
Budget . 

Internationally, the Bank for International Settlements 
("BIS") serves as an effective forum for cooperation among 
national bank regulators. Since 1987, the BIS has been 
designing and implementing on an international basis capital 
standards for banks, and those standards include 
requirements for privately negotiated derivatives. And, on 
March 15, 1994, the CFTC, the SEC and the Securities and 
Investments Board of the United Kingdom issued a joint 
statement in which they set forth a plan for coordinating 
their respective regulatory approaches in this area. ISDA 
believes that U.S. financial supervisors will have greater 
flexibility to pursue appropriate policies in these 
negotiations without legislative intervention. 

Separate Consideration for Derivatives. The Bill 
inexplicably singles out derivatives transactions for 
special study and regulation, in spite of the fact that, as 
I have already indicated, derivatives activities are 
relatively high quality and well managed. 
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Further Studies on DerivativeB. After hearing, a few 
minutes ago, the long list of quotations from federal agency 
and other reports, many of you might share my view that 
derivatives may well have become the vrorld's roost studied 
financial activity. Issues relating to derivatives 
regulation, supervision and risk management have already 
been the subject of extensive study by groups such as the 
CFTC, the GAO, the Group of Thirty and the Minority Staff of 
the House Banking Committee. Nevertheless, ISDA supports 
further research on derivatives activity. The Bill's 
specifics with regard to further study are, however, 
problematic. The Bill's requirement that the General 
Accounting Office conduct a study of "speculation* %K>uld be 
difficult and unprofitable to implement, because it is not 
always possible to differentiate between "speculative" and 
other financial transactions — of any kind. . As Alan 
Greenspan recently observed, "virtually every activity of a 
commercial bank, whether it is making loans on inventories 
or commercial real estate or engaged in interest-rate swaps 
or involved in any type of activity, is essentially involved 
in the control and maintenance of risk for profit-making 
purposes." (Mr. Alan Greenspan, Chairman, Federal Reserve 
Board, oral testimony. Hearing of the Telecommunications and 
Finance Subcommittee of the House Energy and Commerce 
Committee, May 25, 1994) More broadly, every investment 
decision by any institutional investor might be 
characterized as speculative. 
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Conclusion. Derivatives are a risk management tool of 
central and growing importance. They are also a sector of 
U.S. innovation and economic success. Rather than seeking 
to alter the legislative framework for the derivatives 
industry, Congress should instead ask what lessons the 
■ucc«s8 of the existing framework for derivatives activity 
can provide to the regulation of other financial products. 
Regulators and industry participants alike warn that 
legislation on derivatives would be counterproductive. Hany 
provisions of H.R. 4503 are redundant, and others %irould 
actually be harmful. Congress should not jeopardize an 
activity of critical importance to American corporations, 
government entities and financial institutions as they 
manage the financial risks that already exist in their daily 
business activities. For these reasons, ISDA opposes the 
passage of the Bill. 
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The Honorable Stephen L. Neal 

Chainnan 

Subcommittee on Financial Institutioi 

Regulation and Deposit Insurance _ 

Committee on Banking, Finance and z ^ 

Urban Affairs *^ 

House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

This is in response to your letter of July 15, in which you requested tfiat the 
Federal Reserve review the provisions of H.R. 4503, the Derivatives Safety and Sound- 
ness Act of 1994, and provide comments on any provisions of the bill to viliich we niay 
have objections. 

With the exception of provisions to clarify the treatment of derivatives and 
other transactions under the Federal Deposit Insurance Act, we do^fot^lievethatl^lis^ 
lation in this area is necessary at the present time. We believe that the Board and the 
other federal bank regulatory agencies Jiave ample authority to take the steps needed to 
ensure that the derivatives activities of financial institutions are conducted in a safe 
and sound manner. The Federal Reserve has devoted significant effort to improving our 
understanding of the impact of derivatives transactions on the financial system and to 
strengthening our oversight of the use of derivatives by the institutions we supervise. 
These efforts are detailed in my testimony before the House Energy and Commerce 
Subcommittee on Telecominunications and Finance on May 25 and the Board's response 
to the General Accounting Office report on derivatives transactions. 

Many of the provisions of H.R. 4503 are directed at areas where the Board 
strongly agrees that further effort is needed, such as in expanding reporting and disclo- 
sure requirements, refining capital requirements, and ensuring that banks engaged in 
derivatives activities have sound risk management systems. However, because we believe 
that we have ample authority to address these issues, we believe that legislation on these 
issues may be counterproductive. Some provisioiis of the bill have ihr potential to reduce 
supervisory flexibility, detract from the current efforts to improve domestic and 
international oversight, or unnecessarily stigmatize derivatives activities. 
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For example. Title I of the bill establishes broad requirements for the 
appropriate federal regidatory agencies to act joindy to establish regulatory and super- 
visory principles and standards applicable to banks and certain other financial institutions 
engaged in derivatives activities. We agree diat cooperation and coordination among the 
appropriate federal regulatory agencies is extremely important, particularly widi respect 
to issues such as reporting and capital requirements for similarly situated institutions. A 
fequirement for joint action in all aspects of die supervision of die derivatives activities of 
financial institutions, however, ^i^ reduce supervisory flexibility and may delay imple- 
mentation of current supervisory initiatives. 

^ Detailed joint principles and standards may be unnecessarily restrictive, as 
die same principles and standards diat are appropriate for commercial banks may not be 
appropriate for credit unions or entities such as die Federal National Mortgage Assoc- 
iation, which differ significandy from conunercial banks in terms of structure and overall 
activities. On die odier hand, broad and general principles or standards may offer tew^ 
vany, benefits, and die need to develop such principles and standards may detract firom 
agency efforts to address more specific problems. Each agency must be able to respond 
expeditiously to developments affecting die instimtions diat it supervises. As long as die 
actions of each agency are broadly consistent, joint action would not seem to be necessary 
or desirable. 

Further, the derivatives activities of a financial institution should not be 
considered in isolation from its odier activities, aad each agency must be able to tailor^i 
f actions to die specific characteristics of die institutions it siq)ervise8. The institutions 
covered by the legislation are diverse in nature, and dieir use of derivatives varies 
accordingly. For instimtions diat use derivatives primarily for hedging purposes, deriv- 
atives activities need to be evaluated in the context of the supervision of interest rate risk 
and liquidity risk management. For institutions that are active in die capital and foreign 
exchange markets, supervision of derivatives portfolios shouki not be separated from 
supervision of overall trading activities. 

Additionally, the requirement for broad agency action on a jomt basis for 
derivatives activities itigmatizes derivatives transactkms, discouraging dieir use even 
where beneficia] fix>m a risk management standpoint. Similarly, while the guklance on 
derivatives activities issued by die Board has stressed die responsibility of senior 
management and the board of directors to fully understand the risk associated with an 
institution's activities, codification of such a requirement for derivatives activities may 
serve only to stigmatize furdier useftil risk numagement transactions and heighten fears of 
potential liability. This stigma may dissuade management from engaging in risk manage- 
ment practices hivolving derivatives. 
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A disproportionate focus on derivatives also is reflected in the proposed 
amendments to the provisions of the Foreign Bank Supervision Enhancement Act of 1991 
("FBSEA"). FBSEA requires the Board to determine diat a foreign bank is subject to 
comprehensive supervision and regulation on a consolidated basis by authorities in its 
home country in order to approve the application of the foreign bank to establish a branch 
or agency in the United States. Section 204 of the bill wouki require the Board to 
determine specifically that a foreign bank engaged in derivatives activities is subject to 
comprehensive supervision and regulation by authorities in its home country with ttspcct 
to such activities. Comprehensive siq>ervisioQ determinations review all aspects of the 
supervisory system, including supervision of a foreign banking organization's risk 
management process. A statutory requirement for a determination on a specific activity 
vvitfain a foreign bank is unnecessary, has the effect of stigmatizing these activities, and 
detracts fh>m a focus on supervisory efforts directed at the overall management of risk 
rather than at particular instruments. 

Additionally, H.R. 4503 requires that, in making its determination, the 
Board must take into consideration whether die foreign bank is subject to disclosure 
standards in its home country that are at least as stringent as United States standards. 
The development of appropriate sttodards fior disclosure and reporting of derivatives 
activities by financial institutions is among die issues'CUitthtly being addressed at ttai 
lintematKMial level. At this time, we believe diat it is more appropriate to address these 
issues on a multilateral basis radier dian d& facto imposing United States standards on an 
extraterritorial basis dirough legislation. 

Tide IV of H.R. 4503 requires die Secretary of die Treasury to request a 
meeting with representatives of the other major industrialized countries to examine the 
adequacy of international regulation and supervision of derivatives activities of financial 
institutions, and includes a list of goals tor such a study. We believe diat these goals are 
being pursued effectively through work currentiy being done at the international level, 
and initiation of a new study at this point in time would divert resources from these 
efforts. An example of international cooperation in this area is the}recendy released 
V guidance on the sound risk management of derivatives activities, which was released 
jointly by the Basle Committee on Banking Supervision and the Technical Committee of 
the International Organization of Securities Commissioners. The supervisory authorities 
oftfae mdustrialized countries need the opportunity to implement fully the findings of 
recently compleled and ongoing studies before undertaking a new round of studies. 

Finally, while we support efforts to clarify die Federal Deposit Insurance 
Act as diey apply to die treatment of derivatives transactions in insolvency, we have a 
number of techitical comments on the specific proposal included in.Tide m of H.R. 4503 
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r pcovisioiii of H.R. 4503. These oommeiils are let fodh in an 
enclosure prepared by Board staff. 

I hope diis informatioo is useftil to you in your consideration of diis 
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Technical Comments on H.R. 4503 
Section 2(6) 

Pa ye 4. line 17 . Defiiiition of "Derivative Financial Instrument" 
It is not clear what would be an "appropriate" qualified financial contract. If tfiis is 
intended to provide the agencies with authority to decide which QFCs will be covered, 
this authority should be explicit. 

Section 2(7) 

Pa ge 4. lines 24-5 . "Financial institution" is defined to inchide any affiliate of any 
depository institution. This wouldtfqcbidBaKfiliifiarof ^fffip^SfCa^^ wfaich'dnDlDdQi 
^glwoissmM)fie*ja^^ that are part of diversified savings and loan holding 

companies. ^ 12 USC § 1730a; 12 CFR Subchiqyter F (Parts 583-84). 

Section 102(a) 

Page 11. lines 13-14 . - The ol^jective.of the rqmrting provision on "average nmTimimi 
and minimum fiur value balancesl^is not.dear. If diis was intended to refer to the 
average fiur value, and to refer separately to both the minimum and maximum feir values 
in order to establish the range of values over a period, commas should be inserted after 
"average" and "maximum." 

Section 201(b) 

Pa ge 18. lines 7-8 . This provision requires institutions engaged in significant derivatives 
activities to have a sufficient number of directors diat are familiar widi the activities of 
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the institution and risks associated with any class of derivative instruments and the "total 

current credit exposure of the institution with respect to any such class. " Credit exposure 
should be measured on a counterparty-by-counterparty basis aggregating across all 
sources of credit exposure from bodi on- and ofF-balance sheet. Aggregating credit 
exposure across counterparties within an instrument class does not provide meaningftil 
measures of credit exposure, especially when transactions are documented under cross- 
product netting agreements. 

The responsibility of the directors of a financial institution with nspcd to 
credit exposure generally would be to establish the overall credit policies and limits for 
the institution, which would inchide policies with respect to credit exposure relating to 
derivatives activities. 

ScdkMi303 

Pages 22-23 . Board and FDIC staff havefofai^il iniii iiMiilgllllfei that we believe 

would better clarify the notice provisions and rights to close-out contracts under section 
IKeXlO), as foUows: 

O NOTIFICATION OF TRANSFER AND RIGHTS ENFORCEABLE 
AGAINST RECEIVER OR CONSERVATOR.-Section ll(eX10) of the Federal Deposit 
Insurance Act (12 U.S.C. 1821(eX10» is amended- 
(A) by revising paragraph (A) to read as follows: 
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-(A)IasaMni. If- 

(0 the reoeivtr for an innired deposiiocy uMUiiiMinD in defink mkBt toy 
transfer of the astett ind labilities of gacfa hgiimtion; aid 

(ii) the transfer inclades iiy q u a l ified finariri contract; 
the recdYer shall notify any person who is a partjr to any socfacanmct of ancii 
transfer by 5:00 pjn. (Easteni Tine) on die bosiDBSs dqr i 
t of die receiver.*; and 



CB) by redesignating p a agu ph (B) as p a agu ph (Q and ad d i n g a new iwia g >4 i i (B) to 
realasfoBoas: 

(1) A penon who is a paiqr to a qolifiBd finanrial nam 

denosaQ^f ftwfT^ftiftn bbsv not csDcrcac mnr nnnt sncn oexson nas to iBt or c 

o« SKh conaax aader paagnfdi (S)W of *is abaediaB or 12 U.S.C. §§ 44Q3 

or 4404 soleiy by reason of fte appoaitoeM of a receiver for I 

ris] 

(A) Uaa SKX) pjB. (Eaaen Tare) of fte business dqr 1 

CB>Afeerl _ 
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For purposes of tfiis su^ptnigraph, the Corporatioii as receiver shall be deemed to 
have notified a perion if it has sent notice to the person at the last address shown 
on the records of the insured depository instimtion widi ttspcct to such contracts 
by means provided for in the contracts or by other means reasonably calcukled to 
reach that person by the time specified in subparagraph (A). 

(2) A person who is a party to a qualified financial contract with an insured 
depository institution may not exercise any right such person has to net or close 
out such contract under paragraph (8)(E) of this subsection or 12 U.S.C. §§ 4403 
or 4404, solely by reason of the BppoiaOotat of a conservator of the depository 
institution." 

Sectlon304. 

Pa^ye 24. lines 6-14 We would suggest diat TMtfflfT IlfliMBMlr covering all types of 
financial contracts lit uealBdwxMiB'quaUfied'finanoiial<euimBt w coeVwlffHQIMnHIP 
"^nuher^thlin.as ope nvap jfKgjgggggt, as foUows: 

"(vii) TREATMENT OF MASTER AGREEMENT AS 1 AGREEMENT.-Any 
master agreement for any qualified financial contract as defined in clauses (iH^i) 
(or any master agreement therefor), togedier with all supplements thereto, shall be 
treated as a single agreement and a single qualified financial contract" 

Section 305(a). 
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Page 24. lines 20-21 . The amendments to the defmitkm (tf QFC wotild insert "spoc 
contract/ an undefined term, into a list of defined terms that are included within die 
definition of QFC. This addition is iiot necessary given the anieiidment in sectkn 301 to 
the definition of "swap agreemem" to inchide "spot foreign exchange transaction.* 

Sectkm 305(b). 

Page 25. lines 1-7 . Section 1 l(eX8XE) of the Act currendy provides for counterparty 
protection in the event of the appointment of a conservator. The amendment would 
provide explicidy that a counterparty to a qualified financial contract could not terminate 
or liquidate die contract due to a default based solely upon die iqipointment of a 
conservator. A'similar'^myvisi^MlS^'fiiCluded in die language develop^ 
a]|^.FDIGinaff>(see comments to section 303 of die bill) and is not necessary in this 
section. However, Board fflSdFDIC*sttrff would re commend ^im e iidm c nts to the cross- 
references in section 1 1(e)(8)(E) and in die Federal Deposit Insurance Corporatioos 
Improvement Act to clarify the interrelationships of these provisions as follows: 
SEC. 305. 
***** 

(b) DEFAULT AGAINST CORPORATION AS CONSERVATOR.-Section 
ll(eX8)(E) of die Federal Deposit Insurance Act (12 U.S.C. 1821(eX8)(E)) is amended- 
(1) by striking "paragraph (12) of diis subsection,"; and 
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(2) by striking "subsection (dX9)" and inserting "paragraph (10) of this subsection^ 

subsections (dX9) and (n)(4XI)". 

(c) FEDERAL DEPOSIT INSURANCE CORPORATION IMPROVEMENT ACT 
AMENDMENTS.-Sections 403(a) and 404(a) of the Federal Deposit Insurance 
Corporation Improvement Act of 1991 (12 U.S.C. 4403(a), 4404(a)) are each amended 
by striking "other provision of law" each place such term s^pears and insertmg 
'provision of law, other than paragraphs (8)(E) and (10)(B) of section 11(e) of the 
Federal Deposit Insurance Act". 
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Office of Thrift Superviskm 

Depa r t m ent of the Treasury 



1 700 G Stveec N.W . W»h««ux. DC 20552 • (202) 9064590 5^ ^ fTp 

August 12, 1994 c;^, ^ Q 

The Honorable Stephen L. Neal ^t^ ^ C^l 

Chairaan ^ S ^ 

Subcoaaittee on Financial Institutions ^o ^ 

Supervision, Regulation and Deposit Insurance 3^ — > 

Coaaittee on Banking, Finance ^ 

and Urban Affairs 
U.S. House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chafraan: 

During ay recent appearance before the Subcoaaittee on 
Financial Institutions Supervision, Regulation and Deposit 
Insurance, you requested that the Office of Thrift Supervision 
(OTS) subait recoaaendations for iaproving H.R. 4503, the 
Derivatives Safety and Soundness Supervision Act of 1994. 

As past history deaonstrates all too clearly, effective 
interest rate risk aanageaent is crucial to the safe and sound 
operation of savings associations. Accordingly, over the last 
several years the OTS has taken an aggressive, proactive 
regulatory approach to the aanageaent and control of interest rate 
risk in the thrift institutions we supervise. We believe that our 
interest rate risk prograa also effectively addresses aany of the 
probleas related to derivatives that H.R. 4503 is intended to 
solve. Thus, while the goals of H.R. 4503 appear to be consistent 
with those of our own regulations and policies, we M Hot^^lSV^ttmm 
'that legislation is necessary at this tiae. 

In the event that the Subcoaaittee should decide to aove 
forward on this legislation, however, we are providing our 
coaaents for your consideration. In particular, we believe it is 
iaperative that OTS aaintain the flexibility to continue 
'Ciapleaentation of the regulatory approach that I described in soae 
detail in ay testiaony before the Subcoaaittee. 

Thank you for this opportunity to coaaent. If I aay be of 
further assistance, please do not hesitate to contact ae. 

Sincerely, 



^nathan L. Fiechter 
Acting Director 
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OTS Staff Coaaents on 

H.R. 4503, 

The Derivatives Safety end Soundness Supervision Act of 1994 

General 

Over the last several years, the OTS has expended significant 
effort and resources on the developaent of an interest rate risk 
program that we believe effectively addresses aany of the probleas 
related to derivatives that H.R. 4503 is designed to solve. If the 
proposed legislation aoves forward, we would Bt ongly rvcoa^«nd thAt 
affected agencies 'such as the OTS that have d«v«lop«d such progtams 
clearly not be pF#clud«d froa continuing to pursue cegulatoty 
approaches tailored to the needs of the particular Industrlts th«y 
reoulate. In addition, we would urge that the following revisions be 
Blade to: 

(1) Clarify that nothing in the legislation is seant to isply 
that tne Federal regulatory agencies could not alc«ady take 
the supervisory and enforcement actions descrlbad in the 
bill. The existing authority of the Federal banking 
regulators, in particular, is sufficiently broad to enable 
the agencies to take such actions and we are concacntd to 
avoid any potential argument that actions already taken by 
the agencies are beyond the scope of existing authority. 

(2). Reduce the burden of compliance; 

(3) Improve the focus of the bill; and 

(4) Allow sufficient flexibility to the Federal regulators to 
keep up with market changes. 

Definitions 

Pmoe 2, line 9: The term "wide variety" should be subject to 
definition by the appropriate Federal regulatory agencies, as is the 
term "significant amount" in line 6. 

Pmge 3, Lines 22-23: For purposes of derivatives regulation, the bill 
provides that the "appropriate Federal regulatory aaency" is the 
^appropriate Federal banking agency" (AFBA) for an insured depository 
institution "or other entity described in section 3(q)" of the Federal 
Deposit Insurance Act FPtAl. Section 3(q) of the FDIA sets forth the 
"Appropriate Federal Banking Agency" for subsidiaries, branches and 
holding companies of various types of financial institutions but is not 
exhaustive. For instance, the OTS has regulatory jurisdiction over not 
only savings associations and savings and loan holding companies, both 
of which are specifically referenced in section 3(q) of the FDIA, but 
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also savinas association affiliates, which are not entities 
specifically referenced or described in section 3(q). As presently 
structured, subsection (3)(E) of section 2 of H.R. 4503 (Page 3, line 
23 through Page 4, line 2) would result in the Federal Reserve Board 
acting as the "catch-all" regulator foe entities that may already be 
subject to the jurisdiction of one of the other bank regulatory 
agencies or some other federal regulatory agency. This result would be 
anoBolous since the FRB would not otherwise have this jurisdiction and 
that would appear inconsistent with the intent of the legislation to 
distribute regulatory jurisdiction for derivatives purposes in the sane 
way as is currently done for other supervisory purposes. 

Therefore, we would recowiend that subsection (3)(E) be deleted. 
In the alternative, if subsection (3)(E) is not deleted we would also 
reconnend that a new subsection (E) be added to read as follows: 

"(E) the Office of Thrift Supervision in the case of any 
affiliate of any savings association or any savings and 
loan holding company not already subject to the jurisdiction of 
another Federal banking regulatory agency listed in S3(Q);" 

Page 4, line 3: The tern "dealer" should be defined here, or 
definition of the term by the appropriate Federal banking agency should 
be required. 

Paae 4, lines 15-19x It would be preferable to allow the ap[>ropriate 
Federal banking agencies to develop the definition of "derivative 
financial instrument," rather than to rely on the existing definition 
of "qualified financial contract" in the FOIA. If a definition is to 
be retained in the legislation, we recommend that it be broader and 
more general than that provided in order to accommodate the rapidly 
expanding variety of products in the market. 

He would recommend the following language: 

"The term 'derivative financial instrument' means an instrument 
the value of which is derived from the value of other instruments, 
assets, interest or currency exchange rates, indexes, etc., and which 
the AFBAs determine, by regulation or order, to be a derivative 
financial instrument for purposes of this section." 

Establishment of Principles and Standards 

Page 6, lines 7-24, through Page 7, line 17: If this section is to 
remain in the leqislation, it would be preferable to delete the mandate 
that the appropriate Federal regulatory agencies jointly establish and 
issue substantially similar standards, procedures, etc. Requiring 
joint action among such a widely disparate group of regulators would, 
we believe, hinder rather than facilitate the ability of any single 
regulator, or the group, to respond effectively to rapidly changing 
events. He also are concerned that requiring joint action could 
adversely impact regulatory efforts already made by eoae agencies, auch 
as the OTS, to implement comprehensive standards, procedures and 
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policies. 

As m purely technical matter, it is not clear at page 6, line 22, 
whether the subsection "(A)" requirements (to issue substantially 
sisilar requirements, standards, and procedures) must be implemented by 
regulation. 

Recommendations Regarding Supervisory Standards 

9mqm 1, lines 18-25, through Page 9, line 22: This subsection (c) 
appears to be redundant in substance, and the purpose and effect of 
this section are not clear. Subsections (a) and (b) already mandate 
joint regulatory action to establish principles and standards and issue 
substantially similar standards, guidelines, etc. governing d^rivatlTes 
BCtlvriticE of financial institutions and such other regulations as 
appcoprifltc foe carrying out the purposes of the Act. This subsection 
(c) provides that each afba must consider, and may recommend 
"comparable* regulatory action by the other AfSAs to establish 
principles and standards in other matters relating to financial 
Institutions engaged In derivatives activities The items listed in 
subsection (c) seen to be a «ore detailed articulation of the general 
items listed in subfiections a and b Given that this subsection is 
not a mandate we would recommend that subsections (a) and (b) be 
deleted and subsection (c) remain, with modifications as noted below. 

Page 8, line 1: The reference to "strong" capital requirements is 
confusing in the sense that it is not clearly pegged to the levels of 
capitalization defined by the Prompt Corrective Action (PCA) provisions 
of the FDIA. We believe that any statutory references to capital 
requirements or standards should be consistent with PCA capital 
terminology. 



. 9, lines ll-15x Since no thrifts are derivatives dealers, the 
imposition of "suitability standards" would not affect thrift 
activities in derivatives except in their capacity as customers. With 
respect to the other APBAs, we would recommend that any reference to 
"suitability" be altered to focus on the appropriateness of the 
derivatives activity for the financial institutions engaging in the 
activity, rather than on customer protection. 

Disclosure Requirements 

Page 10, lines 7-8: In order to avoid confusion about the purposes of 
this section {I.e., to specify the types of information required to be 
reported by financial institutions to the federal regulatory agencies), 
we would recommend that the heading of this section 44 be revised to 
read as follows: 

"Requirements Por Reporting Derivative Financial Instruments 
To Appropriate Federal Banking Agencies." /'' * 

Pmoe 10, line 1, through Page 13, line 11: He would suggest that, if 
this Section 44 is to be retained, it should be revised and shortened 
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to allow each AFBA to collect whatever inforaation it needs in the 
Banner it deems necessary for adequate regulation o£ the institution 
and its derivatives activities. Language to the following effect is 
also reconnended: 

"Reporting requi resents under this section say vary depending on 
the scope, size and conplexity of the levels of activities and risks 
assused by the financial institution." 

This modification would allow for appropriate differential regulation, 
requiring the collection of different types of information from dealers 
and end-users. 

It should also be made clear (perhaps throuah the addition of a savings 
clause) that nothing in this section would limit any authority already 
available to the XFBAs to collect this or any other necessary 
information. 

Page 12, lines 11-16: In order to avoid the implication that the 
AFBA's authority is limited by this section, this section should be 
revised to make clear that, in addition to "encouraging" the listed 
qualitative reporting requirements, the AFBA may issue regulations 
requiring diecloBure of this or any other appropriate information. 

Supatvisor^ laprovejnentB 

Page 17, line S, through Page 18, line 18: It is unclear in what 
statute thin legislative safety and soundness standard will appear. 

A number of the terms in this section, such as "appropriate director 
oversioht" on Page 17, lines 11-12, "prudential standards" on Page 17, 
line 21, "sufficient number of directors" on Page 18, lines 3-4, 
"familiar with" on Page 18, lines 3-4, and "adequate technical 
expertise" on Page 18, line 15, need to be def n«d preferably through 
action of the AFBAs, particularly since noncovpl ance with th«s« vague 
standards may be treated as an unsafe or unsound practice by the 
institution, in addition, it should be made clear, with respect to 
entities regulated by an AFBA, that the ability to treat noncompliance 
as an unsafe or unsound practice is not new, but merely clarifies or 
reinforces authority that the AFBAs already possess. 

Confidential Eatecgency Hanagenent Reporting 

Pmge 18, line 21, through Page 19, line 24: If this Section 202 is to 
be retained, it i^ recommendedi that it be folded into proposed new 
section 44 of the FDIA, and clarified to distinguish how the 
information to be obtained under this section "if the agency determines 
that the agency needs Euch information as a result of adverse market 
conditions or othec emergency situation (as defined by the agency)" 
would differ from infornat on that may be tequl ed to be 
disclos«d/ceported under section 44. If there is overlap in the 
information, clarification of how and why the confidentiality 
requirement would be applied should also be provided. Again, we would 
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urae that, however this section is modified, nothing in this section be 
allowed to limit any existing authority o£ the APBAs, and that the 
AFBAs be given maximuii flexibility to collect any necessary 
information, and to evaluate the costs and benefits of any collection 
of information. 

Certain Swap Agreements 

Page 21, lines 8-15x Line 12 should be revised to indicate that this 
insert should be made to clause (I) of Section 11(e) (6) (O) (vi) of the 
PDIA. Once again, we would emphasize the broader issue of needing to 
allow the AFBAs to define the term "derivative financial instrument" in 
order to keep up with a rapidly expanding market of products. 

International Regulatory Cooperation 

Pmga 25, Una 10, through Page 28, line 12: He support the concept of 
international cooperation. This section 401 is particularly helpful 
because the Department of Treasury is a participant in the process and 
can, therefore, represent the views of the OTS. At present, OTS has no 
direct or indirect participation in, and no opportunity to provide 
input to, i-nternational working groups such as the Basle committee, 
even thouah decisions reached by that group impact directly and 
immediately OTS and the savings associations it regulates. 
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Comptroller of the curreney 
Administrator cif Nitlonil Banks 



washlnoten.oc 20219 
Saptentsar 2, 1994 



The Hoooiabte Stephen L. NmI 

Chairman 

Snbcmnmtttee on Financial InttinitioDt Supeiviiion, 

RecuUtioo. and Depoiit hauiance 
Cnrntniitpm qq Baoldiig, FioaDce **m1 Utban AfEiiri 
U.S. HoiiM of Rspreseatadvaa 
Washington. D.C. 20515 

Dear Chainnan Neal: 

Thank you for th» opportunity to pmeot the viewi of the Offics of tfaa Con^Mioiler oa 
H.R. 4503, the DcrivatlYM Safety and SooBdims Supecviaioa Act of 1994 (the "Act"). Aa you 
requested at ihe Suhcommltiee's hearing on the bill, we ha^ enclosed ourcommems onthe bfll. 
as well as a description of die so-called "appxopriafieaeas* standard already applicable to national 
bank derivatives acdvities. 

The challenges of snpervislng the rapidly-growhig deiivatives market tie indeed considerable and 
deserve close attendon from the regiilators and the Congress. For this very reason, the OCC baa 
made the developmem of etncUve policy Id this area a top prioricy. Lan October, we israed 
Banking Circuhur 277 (BC 277), on risk management of flnaiKial derivatives, to the chief 
execudve officers of all national banks. BC 277 sets I6rth best practices and safe and sound 
procedures for managing risk. On May 10 of thii year, we issued 23 peges of fertfaer guidance 
to banlcs in tlie fonn of commonly asked questions and our answers to tliem. The queetions and 
answers provide addldonal detail on topics such aa the dudes of senkir msnageniBni aiai die 
board of directors for oversight of derivatives activities, monitoring the intecconneciedness of 
risks, and the responsibilides of dealers toward eod-users. On July 21 of diis year, we issued 
an advisory letter to nadonal banks wamhig them of some of the specific rttksaixiooDBenB diat 
we have withre^Mct to investmentt in structured notes (which are on-belaace sheet deriwadvea) 
sod reminding them tliet their investments m oieee mstrumeois must in all respects be eonsisient 
wim die guidance set forth in BC 277. We are also developtaig supptemcaial euminer guidance 
and exambadon procedures to aecompai^ BC 277, which will hichide detailed, oompielieasiwe 
procedures for examinhig die derivatives scdvities of nadonal banks. We plui to isaoe this 
guidance shordy. 
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Tbi OOC if ilio p^t^iBl^^^^B^ b icvtnl dosBMoc lod JntinHtionil tflbfft to ooocdiiiiB 
wgutatka; of d cri y tti vw mo, LMtaapmobir.ttieOCCtelpodlofDaitBifltemiliflHnpHBy 
tiik force «> cocxdiiitte luperviiloa of dortvictvei unonf ttao tnoldtai and doift x^nlitty 
igmdo^ Mritoiddioti, iiDOij|odigiMB|iticrnwiyif^|itddiicloPBoiiiooi. TlHOOCittlio 
poiticipttiat i& te Biilo OflHWiifWit od Buk SoporyUoD'i JwlwHnBil ofRxti lo ffnhiwpo iho 
rUc-boMd eopild fouriardi ippijrtai 10 book we of dexivotivoi. ind in tte 



I comMWri foa ml your mff to your irrwnpmhmmtt to flttt tm. H.1L 4903 if a iwU' 
dndtfd mult of ciicm ddi b c urt ocf tud B^otiiiiuuf , md it ho imdc > poiidvc confrthorinD 

mO OFBM OPfflBTIVHiyef lOfUIMB. AlBDf OIIK. 1I01VCWV. WVlHInOCDflHWUilKHPHIIIII 

to!iwiMr«riiiaoefupffviiotytflbitfinflifa«eoig>uidfit¥fa ouB fi iuul f»pu^poii. Wttaove 
nunl dm ftr thftt vM Ihw foiHcMflt oHnffty to devdop ■ppfopntte fopecvitoiy policy md 
10 tilof approprltiB fupervlfoxy acdoof. WelwveiuedourexMiviuilioiliyiocoavIeiBagrBit 
doil of work to ttdf aQM. We irf onptoyiog dift ndufiiy if won if we foek K> mp^ 
figflftiot and dJyfcMWff roffltiwMtf. to icviio ridt^tMod c^idd itndiidf • and to cufon die 
HfiiOQai MKf I nd e^ecialy dK dfifcf oonkf, i p p rop r Ja lB ly imm^ isd rtwHrtM wit fUci 
- -■-« — ^^K^ -« * « t - -« - - -^ t^»__ 

■TBIVp UUUl IBPVr UeilfMITH WBtPrmMKBt 



Moreover, legiflaiioii to ddf Moa at drif dme ootid pro¥e.op UMfcr| idaa it »e. THe derlvaiftfa 
; if evolvtog capUly. TlKe ia a teal dat^fff to Iwirit^ to a rofukdofy/fupecvlfoiy 
I at too eady a poiot to diet fnaiket'f devttopBieix. The mult could be prtodjplef . 
I and easulatioBi diat ara obaolaia baAm dMy evaup> info efltat. 



The OCC la cuf lentty adAofetof a mne of ifwea fdawd to the molatloo of datlfaiit of oae by 
oatiooal bania, lad we wil eooihiie lo ftiiogdie i i our faporviiiou of dsaea aetivitlBf, af 
■ ipprapritfe. werwiBHHCOBiidiBdtDpaftif.kiilifittojOMtalwtitoadoyca 
and legnlBttoaf thai are appvopriiM te Aeae cwoMm aaifceiB. We will cootiBie to awafaaia 
the eflfcethwdaff of cuRoat poliey to mafiWnji our fup e iv i fui> objacthee. fiiouid w find 
I ID be taBdBq^BB, we wfU tehe t^iidw actfauto addieaiaiy aieeaof couccce. 



I hope you fiiai ddf falbmiffinB helpftd. If you have any toiiber qyjfioBf , pieafc let ate know. 
SHoaniyy 



B^^ATLudwif^ 7 

CoaBptroller of the Cuntaar 
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l^lifiitimi of Bffan 

A imiiiber of tlM pioviskins in H.R. 43(tf in ndoadam tecauie tbe ^ 
in the area and has, in ftct, taken the lequiied action. For eumpie, the Ad would eacomage. 
and in some instances, require, the Fedoal resulaioiy agmciea lo work lofBitaer lo coontiaaie 
tht r^ialttioii of dtrivativM um. Th* OCC ia alrtady actively involwd in v«io« jnrerajanny 
and multilateral efforta to improve svpervisiott of bank derivatives actrrkies. DomceticaUy. d» 
OCC is a member of an lofonnal tmeiagency task Horce compoaed of r^iesenotlvw ftom ftaa 
Federal banking i^ulatory agencies. In adiUtion, the OCC paiticipatea in the Woddng Qroup 
on Financial Markets and the Financial Acxoimting Standards Board' s Financial batnunnts Task 
Force. In the iptemadaDal axena, die OCC partidpatea in the Bask Cnmmittit on Bank 
Supervision's efforts to enfaaDce the riak-besed ei^ital standards thai apply lo benk vae of 
derivatives. 



Section 102 of the Act weukl itqniie the Fedenl baiik regalaloiy agencies m c 
granges to caUiepoctdiiclOiUces of derivatives activides. The taueragency task fbne already 
has coBskteed and ideotiflad changes to be inchided in call lepons, soma of which are 
compezable to the propoeals in H.R. 4503. 

vrhe ptoviaions of aR. 4S03 also overlap widi the riak-baied capital fe^piiieqietts of 12 C.F.R. 
Part 3. Our risk-based capital requiremanta atoeady impose a coital charge for cmem and 
potential (coomexparty) risk expoom in financial derivative pcodueu. Na^onal beaks antt 
maimain a minimiim capital leverage ratio in connection with the risk-baaed eapital requiieoent. 
The leverage ratio providea a cusfaioii agaioBt risks whiEti are difllcult lo quntUy. 

In addition, the enforceneitt piovislofia of the Act -overlap widi the enfofcaioaQt piovjatona of 
12 U.S.C. I ISIS. The OCC already has the autborily to bring enfoccemeit acrkuia againtc 
national banla, dieir operating subsidiariss and tfaehr inatinitioa-afBUated parties ei^^ 
and unsound banking preetices arising from aoooonpiianee with BC-^77, or any violation of law, 
rule or regulation, under 12 U.S.C. ) 1818. 

Tbe Act would also require die Fe deral Financial Institetions Examination Council (FFIEQ to 
^sponsor derivadvea training The PPIEC already conducts a number of spe rtelfwd ee iu ss tj in 
\Mnk desivatWea aetivkieai therefore, we do not see the naed for legislation requiring examincy 
training in derivatives activities. The OCC is committed lo training ita examination staff hiiha 
financial derivatives area. OCC examtawrs receive special on-the-jdb training under the 
superviskm of senior examiners for purposes of implemeinmg the OCC's derivatives directives. 
Tbe OCC' s Capital Markets Traiiting Prognun also provides exaininers with advanced tacfanical 
training in derivatives. Furthermore, examiners have the opportunity to partieipese in other 
specialized courses in the derivatives area, many of which are ofllned by die FFIEC, of winch 
the OCC U a member. 
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b iddUoa, pforiitoM cf ifat AM liiplfloMr ovvdip wMi OOC fridiaM te te aM cf b^ 
aaa NoiDr nniinm ovtnlim M cooMrt to OOC Bttidag Ckodif^n. ^ 
H-Sl. TtM biAdm eifciiltr and tbt Mbdn plMt mdooil bnki oo aoikt ite te OOC 
j xpniti Qon^ivbntlvc writtB poUciH ndpfocidBm to bt is pim wtaiiAfovmtBi wboi 
diriviihptt. rcvltwid by boardi of dtoKtoct «id Mrior nmpHMOL Tb» OOC*i fsldaaoe 
placw thi mpoBrtbaiy on bowda m* makar Mmwiiri to tmam dm 4tt&<md¥m agdvitiw 
■• oondBciod coMiMndy wbh Mch polktet aiid praoedttct, tt won n oiroiafl baiia^ 



The provislQDt of Soctkn 204. wbkfc iflvoit additlQiiil oooiltetfi^ 
faink —By In thi U.S. , •>• nnn i inmr y Md coMiwpwdBct i vi » U.S. 'umnm thto&L TboM 
1 mnt » Attiber delqr fofoigA book tatty ia d» U.8., nd eoold reaoh in 
( U.S. biliki Maktai to aosai^ la acitfldea abnao. 




a ia toportaat Chat tfaa Aot raagnn dia aadwriiy gf ooch Podana ragulalocy igawy to i 
datitativaa bacaiga flaawrbil fatkoihini do HDtunMBna^ i— tf» Mma dorivativw. InaddUon* 
Ihanri ai hittiiiytn iiiUiadertvadvatibf dlfltem porp oaa a . Wnspjaioiy ItetiMliQf ia alio aatttirtal 
hacaiiaa darivati?cs actiritica ocafiwa to fwolva. Aw to diia oofoios cvdhuioDi Fadcnl 
ragniaiQcy ageneiea nnat coodna to bava d» abiOly K> act qaiddy to flMoaga derivadvai 
aodvitiat ofRMdvoly. llaai, iba OOC r ao oMn a nrt i that d» Aot iMida'^vbnad ooiUiiif 
praviaioD wbdan oosflnM ina baoad lafalaaocy au d m a l^ of dia aapataia afanBiaa in via .aioa. 

nnrfWrn Y Awan i il i t i iiiy JtenM 

; Wo do not boUovo dM Act tfaoold flaqdn Fad«al lagdatoiy agaiidii to JoAmly-oatibliab 
raaHabtticy miiiioiili; nifatf, wo ladoraa aa "affvopriaiBaaaa" atandaid tot mtioBil basic 
dvi'vaiiTaB actiyitiaa. Wo do not boUavo tbo Act itwuid iinpfttc nitabUiQf re^piifoinoois on 
iBtioBiibaidLflMiida!der^afltaittiiiiactio«,bccauic bw l ccoun^ 
dapaa of lophitfipitioii neteimy to UBdcmiiid dcrivadfci tnnnnrtnnt* Eod-oian of finaadai 
dgjvathraa iaatniittaaia ihonld ba lufBcieiidy lophlariratfd to Mdeiitiiid the appcojifiiiaiiBii of 
a paitieiilar crinaMitinn to d»ir ridt maiMflainaia pofpoaaa. Daalora tad olbor aariiat 
proiHaiDaala. aneh aa tradins adriaoca tad find ouaafan alao iboaid bara fl» teval of 

pactiBidarttaniaGttOAtodtoirriikiBaaaiaBiaotpuipoaaa. Waiacogoiad»obU|iatiQnofbaiik 
doatert and asanli. wlio bavt cxadii aad lapuiitfioa ixdaiaati at ifak, to aaaMithair diaaia' 
lopidtticatiflH aad tfaoif tiwH^******™^ of ite danvauvoa tfanaapfiniM Qioy propoia. 



Tba appropriatoaaai staadaid, iacorporatod ia OCC Baakiaf Cifciilar-277, datod Octobor 27, 
1993. and in OCCBniladfi 94-31, dand May 10, 19M, UdeaifMdtofOiuitilKiwioH^ 
aqgate in derivativaa actividaa in a Mdb and aoond mannar. Tbia itandaid ia prinaiily a 
SUJdalinafcccraditriikmanaiainanr Tfaa OCC axpactabaalatraaucdaidarivadvaabitalaaai 
widi Bon^d—lOTi to avahiait die credit rifk of a derivativet (rantactloa uaiag ttaodaida lioiiiar 
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10 tkm ttied fiw nm-^terivtttvi tnniicciODi. Astaiiiycic(UciriiiH6don.ll»bi]ilcevi]iuuet 
the pwpot d of ifat tninactioB tad iBikei la anmiBtiit it to wfafldw ill imni lit ippmtfiHB 
given the co on te i p e tty't buiiueei objectivef. pleaa, tad itrtlegief . In meny otiet, endtt file 
lofbnDatkm win outUns ttae cmKmiBr't ride pnrfUe, buaineii daneleriitks. and die typei of 
tnmnetkmi (br wUch tlie couiMorputy wonld nquiie a ^^ CootiiiBii wtitinfe and 
loiuid bioking pnoicei, ft bulk wiU not iMommeod tnniactioDi it knowi, or hu imion to 
know, wonki be ineppfop^te fbr the cuno n i t r oo fbn biiii of sviiliblc i&Hiiinitlon« 

We believe that the appropriiteneM ttaadaid pcoteeti euitomen aad oedoiial baoki emeging in 
derfvadtei tnoiacdoiii. Tte OCC eoiidniet to monlcor natioiiftl buds' ippttntioa of fbe 



la lome mnftncest che scctiom of various icti are followed by penllel citatioBf^to the zetevim 
title and chapter of the tnited States Coda. Cttattooi to iteUniiedSaief Code thooM be added 
while eunendy omitied. 



8IK:. 1. SHORT TITU: TABIJI OF CflNTENTS 

» p. 2: At page 2, uader Tide I, Secdoa 1Q2 sfaoiild read 'Sec. 102. Di9ck)filfe of tmouiiti. 
aamre aad tenas of derivadve finaiwial iastrntaeata" fbr coasistsDey widi the leviskma we 
propote to diat secUon. 

SEC. 2. DEFINITIONS. 

••p. 2.]iaed: Pievided diet eaeh Federal fegiilatory ageacy it given genetal aiidxxity to adopt 
legnliiiaoB iinpleflieotiag dv Act, dK p h r ae e in pareadieiis *(fiM deflned by the ai^fopriaia 
FMem ragnittQiy ageodeir ihould be ddeied. 

» p. 3. line 23: Tlia proviiloni of sabseetku (3)<E) an xednndant and ibould be deteted. 
Subsection (3XA) alxea^ provides the Boezd of Gowenion of die Fedaiil Reietve System CPRB) 
ragulatocy asdwrity over fiaaashd hiidtadons or eaddes set fonh at 12 U.S.C. 1 1813<q), enept 
nvlogf aiiocladoni and oectahi baoks and diefar subsidiaiies. 

» p. 3. fiae 23: The definidoa of 'appropriate Federal regulatocy agewy* is not bioid enoagh. 
la die iateretc of competMvB eq^tafiiy , die Act ihoukl apply 10 aU agflodei xegula^ 
whkh eogage hi derivtdves aetividae. Thus, fwo new piovisioas. (3X^) aad (3X^, ihoahl be 
added to paragia^ (3), le hiehide odier eaddea subject to die oversight of die Seairides aad 
Eiehange CoiBiiduloa and die Connttodiiy l^itines Trading Coomdssloa. Tha OCC ptopoeea 
the tbfiowlng] 
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'(8) ttiS0CiiiiilHiBdBBlM«iOgaBrinlaniid»Gattoriiqr«it9«l!)iaioto 



(P) dieCoaiiiioditytanmTMiq|Co«BiMiMkitecittofiflyMd9fl*!^ 
ill ovtr^ inA Qoc oitawte itfolMd by an aftncy dcKdM b fobMct^ 



»p.4.UMi5! TlMddlfliiioaoftepliiaat'dKtntivvfloiaeialiiiimBiaitt'inii*^^ 
itcoobnwdMiiilwuklbtMMid. TMgpwyJrion'i J BBOivottiioacfwctkMilMiK Sj^gf tbt 
FedBol Ikpoik bmnaM AflC. t<^w *i I**^m>1 Dipoiit IfMnawt CDtpondoo (FDiQ tkt 
naoriiy n deflne. toy ngulidoo, aay b m niMi i ii tfatt ut dorhntivf fiatiioial ip ai niiwnti . In 
addiliooioiteM90cifleaOjiecftfftafqutlttMf^^ AidiilM,ikiifraiviiiion 

ikili iDitcofiibit Agwteof iiiflidtiilkHi'ipriBMy ii|iili^ 

<MBikiaB. Baeh Jbdsnl ngulittxy iffiocy ihoold kiVB dit djicintai to dtflni dfirivitivB 
lkmaMiBgt n mma,'toimiiuA§omAaSaa»aiMtw^/oratt-hamn bligbt 

of ttli ^aHmkMU pna grtpln (7), ($) wd g) ihowid bt w i l ti iin i Hil (ff). (7) aa< ff). 



»p. 5, lint 12: SobMciioQ (7X9) linild bt itvlMd to fei4 *aBy aodiy Ml!|ia n> ite 

of ifat tejufifioi md BirtMimi CofloniMioft tad Ite CouBodl^ AmnM Tndim CoflBmlirioii 

■Id not odiKwiM ngiiliiid by ta afney diKribod ia abMGlioii (7XA).* 



TTIU I - ENHANCED SUmiVlSlQN OV DBXIVATIVES ACTiVfl'lE9 

SBC. i9lL INdKEASED AiaNCY OyEBSK^T QT I1NANCIAL INSnTUTIQN 
ACnvmES INVOLVING OIBIVATIVB 9INANCIAL INSIVIIMENT8. 

To die Bdeoi tbit Sacclaa 101 bMomei law, wo propow dm fbUowiag Mn o n d mwm ; 

» p. 6. line 7: TiK phnae "ESTABLISHMfiNT OF PRINCIPLES, AND STANDARDS.-" 
dMold bo nradod lo iomI 'ESTABUSKMSNT OF PRINCIPLES. STANDARDS. 
DEPINmONS OR RBQULATIQNS.-* 

»p.6,UDai8-9: Tteworti'ibtUJoiiMlycfaadilhprliiciploiaDditiiKliidirel^^ 
bo npiiood wldiiba wQids "nay Joindy eioiiUihpriaeipkf . i^^ 



» p. 6, line 12: Thi period lbUowii« d» wofd "tfoneiM" diould bo ioplao«l wtth 



» p. 6. ttnei 14-24: Tboao pgovkion aio not necoiiacy and dioold bo delded. 

» p. 7, Hoot 1-7: Thett p oo vto kuM i are uaneooitaiy and ifaonld be deleted. 

» p. 7, li» 12: Wo fOffoif d»t dM wofdi "daflnickni/ lad "KOfulidoni,* bo ioaeiied libr 
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tbe word "atmdafdi". 

»p. 7, Uiieil8-25: To tvoid dupHcifloii, wc niggeii dm tubicciton (c) u pige 7, linw 18'23 
be deteted mi tte remaitting provitkni of (c) nunbeffd (1) tliroi^ (IQ) become put of 
fobMdkm <t). SidMcedon (bX2) thoDld be ndesigotted lubieetioo (b). 

» p. 8, line 1: Tbe woid "sirom" ihouU be replaoed by "raflfeknt". 

SBC 102. DISCLOSURE OF AMOUNTS, NATUXE AND TBBM8 OF DERIVATXVB 
FINANOAL INSTRUMENTS IN FINANCIAL INSrmmON C^ 

» p. 10, UnB 2-3-^ Tbe pbxiae "IN FINANCIAL INSTTTUTION CALL RBFORTS* tbouldbe 
(lBleiBd(tamibebea(UiiffbrGonsifteDBy with tbe pforisi^ Section 102(c) 

reqoiies '*other" finaockl iutitiitiooi to file qoarteily repoiti, as oppoied to cill repom. 

SIC. 44. DISCLOSURE REQUIREMENTS FOR DSRIVATIVB FINANCIAL 
INSTRUMENTS. 

»P. 11, line 13: ^*^»n— ^ m— nli^ nrfttmjHnwm ■■wr«|i» twxlwm». mmA ««««>f ww fciV wttwi 

balances " is anclear, the Federal legulatoiy agtaeles Sboold be provided auiborliy to Isioe 
lesulidons defining tenns contained in the Act. 

» p. 12« liDB 12: For ooniiiieaey widi dw lidgBafe contained in Seetion 44(a), Seedon 44(c), 
sbould contain tbe word "appropriate" befbie the pbcaee 'Federal beaUng afeneiee'. 

» p. 13« lines 9-10*. Consisient with our prevkws reco mm endation to permit ap pro p r i a te 
Rgulatory ageodes to deftae the terms "derivative financial imtiument," delete the phraae ''aixi 
'derivative fiaanDial Instrvmaot' having the tama meantagi" and raphce widi "has die i 



» p. 13, Ibe 20: For consistencj with the Umguage coomfaied hi Scjcdon 44(a), repkne "which 
is/ with 'u required by the appropriate Federal banUng ageaciea," befbce 'under sectioo 44 
of the Fadettl Deposit Infttfance Act,". 

» p. 14, line 17: Replace "which la xeqoired," whh "as reqalred by dia appropriale Fadanl 
banldng agmdes," before 'Mnder aectloa 44" Ar consistency whh the language contafaied fai 
Secdon 44(a). ' 

*• p. 14, line 22: Afsuanng diet the CommodhyFUtnreiTradhigCoflBmlssion and Securities and 
Exchange ConmlsaioB art reeogaiced as Federal regulatory ageocisa under d» Act, die OCC 
behcves diat comparable derlvaitvea disclosure requhemeats under Section 44, should sppty » 
all BMtHniioBa engaged hi derivatives activities and their legolaiory agencies. 
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8EC. UM. TRAINING fOREXAMlNBIS AND AMI8TANT IXAMINBII8. 

» p. 15. Une 18: Tbe wonl 'Fedenl' dwiild bt ioMctKl btftxe "notndtl IMtudoM 



» p. 13, line 21: The InguifB "employad by wash ta^ afooBy" iboiiU be rapkeed with 
"Mnployod bj toy Fcdcnl liuiiim tg60cy" ttptstiumi on mch comiBfl. 

» p. 15. line 23: The wocd "Fedend' dKmkl be naerted befoie "Fiouciil AsUtadois 
iCooaoil". 



»p. 16,Uiib4: Tbe'uid'ilKXildbeicplicedwithaoonmiiC). Tbe period at tte end of lino 
6 iboQld be npltoed widi t commi ud 'die Securidei ind Excbaoge Couimiiikm and die 
Coomodlly Futum Tnding Cornmiwlon ' rindd be added it die enA of die i 

SBC. 100. 8TATB LlAIfiONS. 



TbeOCCwggeitttbedcteaoo Of Section 103 la In endit iy. Th eprovttloniofSecdonKtfaie 
wbitiiitiaOyiiinaartDdbUgitlonilEeidyimpoiedoodieFFIECi^ Section 

3306 cncoungei *tfae ippUcation ofunifbnn CTiinlnaflon prindkriei and itandbidi by Stale tod 
PMeral niperviiocy aftnciM/ by reqniriaf ttm FPSSC "lo eatabUih a Uakoii pmwnjttm 
co Hyn ed of five fcpvBMBMi'vei of Stale ajeBclei wUcb ioperviie nnanojal biatliurioaa whieh 
mill meet at lean twke a year widi ds OoudbU.* Ib addition. Section 3306 ptovldee aa 
aOowiflce fbr e xp e mee licuued In ***""* ''n meetiogii wldch makM pfopoied pmsnpii Q)) 



TTTLB n - SLTERVISOIIT IMTBOVIMENTS 

SEC. aOl. UNSAIV OR UNSOUND FIACnGES* 

» p. 17. Uaa 9: It !• difficult Ibr fiaaaeial In i titi i lkwii to guactidee diat writmn i 
pieoiwiUtiiftethnvediBdaaiiedeabot. Thoe, we leooauiiead d» deledon of "wUeb" at die 
end of line 9. On line 10, zc^Me 'enoii' widi "deaitned to enme'. 

»p. 17,U]ia21: Tte word "wUch" Aould be ivefted before d» ivqrI "eaiabUaiiBi" Joet after 

(2). 10 fiMK ddi peragnvh flowi properly ftoan die chaaie made to Una 9 u recoaunended 

above. 

- p. 18, line 1: Fhraeee oooMdned in peragraph 0>) ere vneliBr in meenJin. fcr example 

"luffiekix flnmbet of diiecton" md "fhmiUar widi ds ri*a'. Ftar puipoaea of dariqr, we 

fecoinineiid tbat die leiigui|e "t mftldieBi nmnber of dv diiecton of ncli ^"^'""^^w aie 

fimdliar widi dK riaka aaaociated widi iiqr cUm of derivativei flaaiKlal iflitram 

repteoed widi 'dw board of diieelofB of mch flaaflciai iflidntiooi dad act aa deekn end acdYe 

end-VMfi iliall Itate iiifTlcieni eapettiie to iwaifltain appeopriaie ovecdgld over rialca*. 
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» p. 18, line IS: TIib icnni "to hive idegutte nchnkal apodae' ihould bt nplacod with 
"have lufSoitnt «s9«te to eaudm ■p p r op ria n ovmigfai'' wkh mpect to luek ictMtin. 

Add t&e fbllowtog aeolon: 

SEC. XXX 

RULE OF CONSTRUCTION.- No pcovitVw coatefafd in the Deriviilvet Safety t»l SoundnMS 
Superviiioa Act of 1994 ahall be cooftnied u afhctiot in any mnnr uj 
existing nittiori^ of any appropriaie FrIciiI ngulatory afeocy. 

SEC. 202. CONflDENnAL EMERGENCY MANAGEMENT REPORTING. 

By expandiof tlie dafiiiitlon of "appropriitt FMtial iigMUtocy ftfe^ 

(3), 10 ioctnde tte Securitiei and Pu i 'hify, Com rd iaio n and Iha Conmodiiy. RMuiif Tradii^ 

Commisfion, u we pKopoae. Section 202 win ilBiilaily leqnixt diBw ag^ 

to obtoin neoemiy derivative infimnatioB fUed by flnaacial inatltnttopi iiA»)ect lo iMr 

jurisdiction under Section 2, paiagnph 7. If die deflnidon of " ap prop ria te Federal iqpilMOty 

afnpy* it adopted aa prapoaed by the OOC. we j we^wMwtirf nie foflowiflg amrndinenr to 

paragraph (a) and die deletkitt of paragn^hi (b) and (c): 

» p. 18, line 21: Wepropoiettaatdieeoatenisorparagn9ii(a)beamefldedtorend *Beibie 
the end of tte 1 -year period begiimiiig on die date of ibe enactment of lUi Act. eadi appcopriate 
Faderal regulatory agency ibatt dewdop tt» meaiii to obtain afl neceaaaiy infoimacioii ^^^ 
dealer or active end^iaer iidjaet to the agency'i ovMiigbt reladng to any derivativei activity or 
any claas of derivative ffaianeial iaatninKin, wiMiBver the appcopriato Padeiaiiegida^ 
.detennines iiicli taifonnatloo is needed as a result of advene mariM cooditiotti or od»r 



» p.19, Unas 9, 20: In tfae event that the daffaiition of 'appropriaie FMenl ragBlatocy agency' 
is not adopted as p roposed by die OCC, we altenatively recommsod diat the B sib reBrat to 
paragraph (1) at p. 19. lines 9 and 20 be amended to refer to the appropriaie Section 202 
paragiapiKi). 



TITLE IV - INTERNATIONAL REGULATORY COOPERATION 

SEC. 401. STUXnr of international RE GULAT ION AND SUPCRVISK^ OF 
DERIVATIVES ALTiVITIES OF FINANCIAL INSTlTUnONS. 

» p. 25, line 17: For coosisteney whh die odier provisions of Section 401. die word 'pUm' 
ihould be replaced widi die word "propose*. 
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TITLB V - OAO STVDV 

fiOEC. SOU. STUDY OF INTERNATIOffAL HCSULATION AND SUPBVISKIN OT 
DERIVATIVES ACTIVITIBS OF FINANCIAL INSnnmONB. 



» p. 29, Una 23: TIm Fedwal rtguktovy afBOBiM tfaould be provided with iA oppocomUy to 
provide input on how the woid 'ipeculitaao' ii defined for pmpotet of the CompiroUer 
Genenl'i lepoct to Coofftu. 

»p. 30.11008: The Federal regiihMotyagencieiihaild be given an oppocluiihy CO pfov^ 
on the definition of the wofd 'ipecuUton.* 
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OFFICE OF THE CHAIRMAN 



July 21, 1994 



Honorable Stephen L. Neal 

Chairmam 

Subcommittee on Finamcial Institutions 

Supervision, Regulation and Deposit 

Insuraince 
Committee on Baulking, Housing and 

Urban Affairs 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

Thank you for the opportunity to present the views of 
the Federal Deposit Insurance Corporation on H,R. 4503, the 
Derivatives Safety amd Soundness Supervision Act of 1994 . 

In response to your request during the Siibcommittee's 
recent hearing on this matter, I am pleased to enclose the 
FDIC's suggestions for improving the language of Title III 
on Financial Institution Insolvency Reforms. The suggested 
changes, which the Federal Reserve Board staff agreed on, 
are designed to clarify the FDIC's power to trauisfer 
Qualified Financial Contracts. 

We hope that this information proves helpful. If you 
or your staff have any further questions, our Office of 
Legislative Affairs can be reached at 898-8730. 

Sincerely, 



Andrew C. Hove, Jr. 
Acting Chairman 



Enclosure 
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21 — " 

1 capital and Hi:v*iotiire standarda, 'vdueh an not leaa 

2 stiinfent than United Statea standarda.". 

3 TTTLE^ m— FINANCIAL INSTITU. 

4 HON INSOLVENCY REFORMS 

5 8Baa01.TRXAllCINTOFCIBXAIN8WAPAOHXEICENTSBT 



6 

7 

8 

9 

10 

11 

12 

13 

14 

15 



CON8EEVATOS8 OR BBCEIVZB8 OF INSURED 
DKPOSirORT INSnTUnONSL 

Seetion ll(e)(8)(D)(in) of tha Federal Depoait Laamv 
Aet (12 UJ3.C. 1821(e)(8)(D)(id)) la amended^ 

(1) hj abiking "pordsaaad" eadi place each 
tirmappean; and 

(2) hj inaartiDf **9 mpity dermtnre^ eqoitj or 
fqpdty indas awap, eqaitf^ ^ eqoitj^ indas option, 
bond option, ipot fimiga esEshangB tranaaction 
after "cmrewgroption^ /<^^^^ j^ 



C(^^^'^\y^ 



16 8BC aoi. AUTHORITT OF IHS CORPORATION WITH RE- \jirf£^ (2) 

17 8PSCT TO FAILED AND FAILING INSTTTD. \tiO)i^{^'6"*^(. 

18 TTQNS. 

19 Section 11(e)(8) of the Federal Depoait Inaoranee 

20 Act (12 U^C. 1821(e)(8)) ia amended by adding the fol- 

21 kiwingnefraabparagraplia: ^ 

22 "(F) GLuancAiiON.— No proviaion of Isir 

23 abaH be eonadned aa limiting the zifl^ or 
^ p»^ power of the Cknporation, or antboriang any 
25 court or agwMj to fimit or delay, in azgr man- 



Digitized by 



Google 



174 



22 

1 ner, the ri^ or power of the Corporation, to 

2 trazis£er aoy qualified ^frtniwi*^^ ] contract in ac- 

3 cordaoce with paragraphs (9) and (10) or to 

/ 

4 liqnidate any such contract 

5 "(G) Umdebcafitaijzed insured db- 

6 POSiTOEr INBTITUTIQNS. — ^The CorxKiration, in 

7 consultation with the appropriate Federal bank- 

8 ' xng agencies, shall prescribe regulations reqoir- 

9 xng more detailed recordkeqmig with respect to 

10 " qualified ffnarw^ial eontzacts (inehiding maiiiet 

11 valuations) hy insured deposxtoxy institntions 

12 that are undercapitalized (as defined in section 

13 38).". 

14 SBC SOa. ABSENDlfENTS BELAUNG TO TRANSFERS OF 

15 QUALIFIED FINANCIAL CONTRACTS. 

16 Section ll(e)(10) of th« 

17 Ast (12 U.dsC.1821(e)(10)) is amended— y 
18 
19 
20 
21- 
22 
23 
24 
25 



?503 







For ill: 
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fage OS 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 



17 
18 
19 
20 
21 
22 
23 
24 
25 




:^^ 



«(C) Tbeatmkwt op vamam banbs.- 
1 — r\Or OA 
a faridg* bank <ir otfcigl ipgtittttion . 

17 tha 0..p...Am^.^L^'^ ^ 



fv/cHVfr 



pointed 



^■ iurtftm ii 




"(i) mniiidBBtft^ iqpoii the orguunr 
tkni of thft baflir'Qi' iDiutiiiitNii; or 

''(ii) atthfttinieof apforehaMandas- 
mnptioii tnimetion b6itw6<u tocii btnkS^ 
v««» inidtotioKi and a £ulad depoiitaiy initi- 
totioQ firidiiditiie CoKporatum has been 
i^ypMsted reeeiWy 

connderad a depoBtoiy mitiMitioo n defkolt 
fbr parposei of tlni ] 
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.._■• ... 24 . :.:.:.::: 7;:::..;:i::.:zzzl: 

1 SEC 304U CLARIFYING AMENDMENT RELATING TO MASTER 
2 



3 Section ll(e)(8)(D)(Tii) of the FedoaL Deposit In- 

4 snrance Act (12 TJ.&C. 1821(e)(8)(D)(Tu)) Is amended to 

5 read as IbUowK ^^^^ 

6 **('m) Treatment /of master 

7 agreement ah 1 ^WTATW /\<mffyE| f|yfrr,— 

8 Notwithstanding any other provision of 

9 Isw, azgr master agreement for any con- 

10 tract or agreement described in dense (ii), 

11 Gn), (hr), or (vi), together "with all snpple- 

12 ments to snch master agreement, shaU be 

13 treated as 1 «aip^agreement for poxposes v^ 

14 of this paragn^". v^^JJ..^ 

15 SEC SOS. TECHNICAL ABIENIXMENTS RELATING TO QUAU- 

16 FDSD FINANCIAL CONTRACTS. 

17 (a) Definition of Qualified Financial Con- 

18 TRACT.— Section 11(e)(8)(D) of the Fedoal Deposit In- 

19 smrance Act (12 UJ3.C. 1821(e)(8)(D)) is amended— 

20 (1) in dense 0), by inserting ''ipot conlzact," 

21 after "swap agreement,**; 

22 (2)indanse (17), bystz]]dng"(24)''andinsert- 
23 ing"(25)'^and 

24 (3) in dense (▼), by strikmg "101(41)" and in- 

25 sorting "101(47)". 



v^ 
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1 (b) LoiITATI^rbK^OHTS OF CpUNTEBFABTIES IN 

2 Event op Default Due to Afp^i&tment of a CtON- 

3 8EKVATOB.^;H3ectaaii ll(e)(8)(E)^) of the Federal De- (chH^ 

4 posit Ixisoraiice Act (12 ira.a\l821(e)(8)(E)(i)) is b^ ^ 

5 amended ty ioaertizig 'V/rabusr than a a^ullt based sd^ 

6 upon the appo mlme p it of a conservator'* bofiqre the semi- 

7 colon at the end./ \ ^ ^ / i 

^ <l— ^^ Cd^\<f< ^o 

8 TITLE IV— INTERNATIONAL A he^ 






w.) 



9 REGULATORY COOPERATION 

10 SEC 401. STUDY OF DfTEBNAnONALBBGUIATION AND SU. 

11 pjEKVlSiaN OF DERIVATIVES ACTIVITIES OF 

12 FINANCIAL INSTITUTEONS. ,j^^ {^ 

13 (a) In General.— Befiire the end of the SO^day pe- M^k (3) 
14 xiod beginning on the date of the enactment of this Acst, d^AQy 

15 the Secrelazy of the 1^:«ssax7 shall request a meetmgivitli 6yv>«tr.^K^ 

16 the appropriate representatives of the other nugor indns- '2 USXl- §§ 

17 trializedeomitiiestopilanasto^rtoeiaminetheadeqiia^ - HW05^ 440^ 

18 of the jntemational regolation and s up ervi s ion of deriva- \ 

19 tives activities of ftnanftial institations. 

20 (b) Goals of Study.— The goals of the study as 

21 proposed by the Seoetaxy of the ^nreasmy pnrsoant to 

22 s a b s ec ti o n (a) nitii respeet to derivBtzves activities of fi- 

23 nandal institations shall be as ftiDoiffB: 

24 (1) To fiMto: a greater understanding of the 

25 manner in wbiah. d erivativ e financial instruments af- 
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v:\Burtin\fdial821 " ^ 

Hay 23, 1994 

OS v«0.e. it2i(«) (10) :. 

JtotlflostioB of txmamtms 

/ 

(A) Zb 9«&«x»1 

(1) th« rttcalwr £ar an insurad dapoaitory 
inafcltiutloa la dafault atfcaa aagr traiaafar of ttaoasaafcs 
and llabllltiaa of auch inatltutloni and 

(ii) tha traaafar includaa az^ qoallflad financial 
contract; 
the racalvar ahall notify any paraon nho la a party to any 
auch contract of aueh trtnaf er "by 5:00 p.m. (Baatam Tina) 
on tha toualnaaa day f ollovlng tha i^ppolntnent of tha 
racalvar. 

(B) CartalB rlgbta not anfereaibla 

(1) A paraoa who la a party to a qijallflad financial 
contract with an Inaurad depoaitory Inatltutloa my not 
axarclsa any right auch paraoa haa to sat or dose out auch 
contract under paragraph (B) (A) of thla aubaactlon or 12 
U.8.C. IS 4403 or 4404 adlely.hy raaaon of tha appolnunent 
of a racalvar for tha dapoaitory Inatltutlon (or Inaolyaney 
or financial eoodltloa of tha Inatltutloa for ahlch tha 
racalvar la ivpolntad) — 

(A) tftitll 5 1 00 P.1B. (Baatam Tina) of tha bualnaae 
day following tha appolntamt of tha racaivars or 

(B) After tha paraon has raealvad notice that tha 
contract haa bean tranaf erred pnrauant to 
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pmrmigrmptk (9) (A) o£ this ■Bbas ctl ga. For puxposvs of 
this ■ubp«xm9rmph« tlM OooEpotatioa ■« vcmivr ■hall be 
to hKV natltimd « parson 1£ It tea aant notica 







to the pexson at the last addraaa abom on the racorda 
of the iasurad dapoaltocy iastitatioB vlth raapact to 
auch eootracta hy aaina provided for in the contracts 
or hy other wains reasonably calculated to reach that 
peraoa by the tine specified in subparagraph (A) . 
(2) A peracn who ia a party to a qpalif ied financial 
contract with ma, insured dapositOEy iaatitutioo nay not 
exercise any right such person haa to net or close out such 
contract imder paragraph (8) (B) of this subsection or 12 
U.8.C. II 4403 or 4404. eolely by reaaon of tha appeintnent 
of a conaervator of the depository institution. 
(C) BoalBaaa day defined 

For purposea of this paragr^»h« the term "businsss day' 
neens any day other than any Saturday* Sunday, or any day on 
which the Mew York Stock Bschaage or the Federal Reserve 
Bank of Hew York ia closed, 
la xr.S.C. 1821(e) (8) (S)x 

(B) Certain prorisions in ewent of appeintneat of 'oenaervatoar"r 
Hotwithstanding any other provision of this chapter .(other 
than subsections (d) (9) « (e) (10) , and (n) (4) (Z) of this section 
and aectioa 1823 (e) of this title) • any other Federal law, or the 
law of any State, no person eliall be stayed or prohi))ited fron 
rciaing-- 
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(1) «qr xlgixt aoch p^rscn Has to cmusc Um tccminatloa, 
HqaidKtloB, or acc«lecmi;loa of axqr fpuilif lad financial 
GOBtraet vitli a depoaitory isatitnclon In a cooaervatorshlp 



3) 



(S> 



upoa a dafa i ilt undar ■acta financial contract which ia 
anforceabla undar applicabla nonlaaolvancy lavi 

(ii) any right undar masf aacnrity arrangvavnt ralatiag 
to auch qoalif lad financial oootracta; or 

(iii) any right to offaat or nat out any termination 
valnaa. payaant aoouata, or othar tranafar obligationa 
arising under or in eonnaction with auch qualified financial 
coatraeta. 

22 V.S.e. 4409 BilatMal aattlag 

(a) C l e n e ra l xala« Rotwithatanding any othar provision of lav 
(othar than sections (ii) (e) (8) (B) and (11) (a) (lO) (•) of the 
Vedazal Depoait Insurance Act), the covered oontzactual paynent 
tibligatians and the covered contxactual paynent entitlenents 
ha t wa a n any 2 financial instituticna ahall be netted in 
aecordance with, and aubject to the conditiona of, the teraia of 
any applicable netting contract. 

U Tr.l.e. 4404 riaerlag orgaaiaation nattiag 

(a) Oeaacal aafetisff rule. Votwithatanding any other 
pTCviaioa of law (other than aactiena (U) (e) (8) (B) and 
(11) (e) (10) (B) of the yedexal Oflpoait Aet)« the covered 
contractual payment obligations and c o v ered contractual payment 
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oC a mmbm r of a olMOlag ocsanlBatioo to and from 
era oc a elaarlng orgwuiaatioa shall ba natted in 
aocordanea viUi and stibjaet to tlia coBditions of ■sy appllcabla 
aattiag contract. 
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^NEWSFAX 



JOINT STATEMENT OF THE LEADING FINANCIAL INOUBTRY AND 
PftOFCSSIONAL ASSOCIATIONS IN THE UNITED STATES OF AMERICA ON H.R. 4503 

'TH« Oarivativaa Safaty and Soundnva* Supvrvlvion Aoi of 1S94* 

NEW YORK. July il /PRNayawlr*/ -- 7h« f filming wa* ralaaatfl by 

alght laading ftrL«naiil induatry and prafaaalanal ■■vaci^tlan*] 

Tha laading TlnanAlal influatry and prpfaaaianal aaaociationB 
annauread today tKtlr unlTLid rAHpanv* (a H.ft. 49S3> tha Qarivatlvaa 
Safaty and Sgundntaa Sugarvialan ftei gf 15S4. Thli laglalatla^ ia iKa 
aubj««t fif 1 haaripg ac^adulad fqr July 12 ih tha Houai of 
Rapr»Bni4tiv«a' SubcofftnittM on Finanglil tnatltutlana Suparvlalarit 
Ragulation and Qapoait Inaurme* af tha C«nnitt«« on Sanding, Flnanaa 
ana Urban Aff^ira. 

Aa th« ncant San^rvl A<:Eaunting OffUa and aarliar raporta hava 
cwifinwd, dirivativai ara in^ortant fln*nciii toela that arthanca ^ha 
rlak managflmint capabiliti» «f *nd-uavrv. Dartvitlvaa arubla thtir 
uaari ta nunaga a long and graving list cf ri«ba« including thwa 
invalvir^g inLvnit raCaa. currinclaa and coniKdity pricav. TSv rapid 
grpwth in tbi uaa of darivitiwaa iw *ttrlbut«tala to thair afrieianny as 
riak mrnaganiinl toala. tndaad, tha tTflelancy of darivativaa baa 
erdtnptad rnany uaara ta bagin iilmttfying, inaaauring snd (nanAging riika 
that w9r\\ uncbao^ad in tha fiaat . 

Wa haliava tba bill 'a proviaioM wUl raduca tha availability and 
incraaaa tha ccat af inqortant riak ninagnnant atrataalaa invnlvlng 
darlvatiwa. Cgn^a^uantly, tha turltat liquidity of tba InairiAanta 
wauld ba nagalivaly irrfjaaiad and Iha valua dT darlvativaa aa riali 
cantral taali would dtclina. Tha bill voulcj alao unnaeaaiarily raduct 
tha flaiibllity of financial auparviaara who havi taatiflad an manv 
occaaisriB that th«y alrasdy ^av* and ai^a uair^g tba powar* thay naad. 

Ma abrangly agraa with tha Fadaral Kaaarva Saard* tba Fadaral 
□apaait Inauranca Cgrparalion, tha Of flea of tha Caff^tPallar af tba 
Curranevr tba DFflca uf Thrift fiipmiiion, tha CoBMadlkiaa Futuraa 
Trading CtiMw^iaaion, tba Sa^uritlaa and Encbanga ConniaBton. and tha 
Trtiaury Oapartmant that n«w lagialatlan invalving darlv«tiva« ia 
unnacaaaary. 

Thf tight financial industry and profsMional Mmociationa arai 

Aaaaciation of Clnanoial Halding CoiiifianLaa 
Tha Sankara Kaundtabla 
Futuraa Inauatry Aaaoaiation 
Intarraticnal Swapa and Darlvativta Aas&eiation 
Tha Maw York Claaringhouaa 
Public Saquritiaa Aaaaciattoft 
Sasuritiaa Induatry Aaaeciailnn 
Traaaury Managantant Aaasciatian 
-«- 7/11/94 

/CONTACT I Mil^Bn Stllia af IntamatlQUi Swapa and Darivativaa 
Aaa«ciatiqn, 212-133- I2f2/ . 
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rinoi Zadostzy Oroops ^^m Oppeaitioa fo D«vivmtiJ(;Ji Bi^l 

imr YOMC -DJ- ti«lit la«dia« f iaanalal iftdoatay aad pvofMAiosal 
ftasoGitttioBa aaaooBcad thaix iui£i«d oppoaitioa to M.l. 4809 « thm 
Dmxvwmti,^mm lafoty «ad SooadbMSfl fapMVl«ioB lot of 1194. 

Shlfl logialotloa ii tlko Aubjoct of a hoAslng aohodnlo^ fos 
in tbo Ro««o of MprM«attttiv«a lutxic^DJ.tt*« oa riaaaelal'Z&«titatioaa 
fvpoxTlfllea, togulatl^n aad Dfpotlt Xa««aeoaoo of tte Comittoo as 
Baakiag, rinaaoo and U2baa JLfffalca. 

Za a ralaaaa, tha ffxoapa maid: ' 'Ma boliaw« tkm bill's paoviaioaa 
Mill rodoca tba availability uul lncra«*a tba ooat ot lapocxaat 
tiik^'^aiiag^Hiat atcata^iaa lavolirta? da«ivatlva« Coa««7Q«tiU.yi thm 
aaxhat lltiuldlty of t^a lattxoaaata ivould b« navatlvaly afCooiad and 
tha valna of darivatlvaj at xiak co&rxol tool a ttould daollaa^ 9km bill 
%«oitld aXao muMoaaaarilv sadaca tba flaslbility of f iaaAclal 
mparviiort wbo bava ta«tlf Iftd oa na&y ooa%#iona tbat tbav alcaa^f hawo 
aad aca aaiag tbo powaxa tboy aoad. 

• 'Ha atacmglj affvoa witb tba Fadasal l oa oi ia loaad, tbo ffladaaal 

Oaposit InanzBiLoa O6apoaatloa« tba 0X1 torn of tba Oca^tsalloa of tbo 
Caxxanov tba Of f loa of Thrift fttpvfvl«iaa, t^a QeHnditioa ffatasoo 
Trading Co^ftlaAloa, tba iac^ritiaa aad ■■^*— ^ Ooaiiaiioo aad tbo 
Traaattxy D«ckartB«at tbat aov lagialatioo isvolTibf doeivatlvoa it 

•ba oifbt fiaaaoial iaduvtty aad poodoaaiooal ■«fooittloQ< aaor 
baaociatioa of riaaooial naldlag Ccnpabiosi Sbo baabari feanadtmblor 
ratazaa Zadaatcy ^"oeiatiea; latazaatlooaX 9tt%pa aad Sarlvmtlvaa 
baaooiatioo; Ibo ttmm To«k filamalafboaaa i Vablia ftacaaitlaa baaaolatioor 
•oetizitiaa Zbdilftiey JU»ooiatioa; aad ffsoaawy liiaig—at bMooiatioo. 

(BO) DCIf OOnU RBfl 07-11-14 
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